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INTRODUCTION

This matter comes before the Public Service Commi. ssion of

South Carolina (the Commission) by way of an Application filed on

Nay 14, 1992, by United Telephone Company of the Carolinas (United

or the Company) whereby the Company seeks approval of a plan for

incentive regulation of its operations in South Carolina and

establishment of a rate of return range i. n which the Company may

operate. According to the Company's application, approval of. this

request would allow United further incentive to invest in new

technology, more rapidly market new products and services, improve

producti. vity, and reduce the cost of service. United has requested

that, based on twelve months ending December 31, 1991, a benchmark

rate of return of 13.75': be established.

The Commission has established a general framework under which

a local exchange company (LEC) in South Carolina may apply to the

Commissi. on for incentive regulation of it. s intrastate operations by
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INTRODUCTION

This matter comes before the Public Service Commission of

South Carolina (the Commission) by way of an Application filed on

May 14, 1992, by United Telephone Company of the Carolinas (United

or the Company) whereby the Company seeks approval of a plan for

incentive regulation of its operations in South Carolina and

establishment of a rate of return range in which the Company may

operate. According to the Company's application, approval of this

request would allow United further incentive to invest in new

technology, more rapidly market new products and services, improve

productivity, and [educe the cost of service. United has requested

that, based on twelve months ending December 31, 1991, a benchmark

rate of return of 13.75% be established.

The Commission has established a general framework under which

a local exchange company (LEC) in South Carolina may apply to the

Commission for incentive regulation of its intrastate operations by
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Order Nos. 90-849 and 90-1009 in Docket No. 90-266-C. In Order1

No. 90-849, the Commissi. on found that. , in a generic sense, there is

competition for the services provided by t, he LEC's in South

Carolina sufficient. to warrant consideration of a change in the

traditional regulat. ory methodology. The Commission also found that

there were benefit. s to both the public and the LEC's in adopting

some form of incentive regulation and that any potential risks

could be dealt with on a rase-by-case basis when a particular LEC

applied for approval of an incentive regulation pl, an. The

Commission further found that. any incentive regulat. ion plan adopted

would be optional for the LEC's, last for: a trial period of three

years, that the LEC would be required to maintain i. ts quality of

service standards, and that. the Commissi. on would adopt the earnings

sharing plan as set forth in that. Order.

Order No. 90-1009 clari. fied certain aspects of Order No.

90-849. Through Order Nos. 90-849 and 90-1009 the Commission

implemented a plan with the following parameters: 1) upon approval

of a LEC to enter incent. ive regulation, the Commission would

establish a benchmark rate of return; 2) if the LEC earned 100

basis points above or below the benchmark return ("the threshold"

or "the floor, " respectively), it would retain those ear'nings or

losses; .3) earnings between 100 and 250 {"the ceiling" ) basis

points above the benchmark would be divided evenly between the LEC

1. These Orders are currently on appeal to the South Carolina
Supreme Court by the Consumer Advocate and the South Carolina Cable
Television Association.
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and the customers; 4) the Commission woul. d determine the

appropriate method by which to divide these earnings between the

LEC and the customer at the t.ime the situation arises; 5) all

earnings over 250 basis points above the benchmark would be

returned to the customer; 6) if the LEC earned 100 basis point. s or

more below the benchmark return ("the floor" ), it could file for

traditional rate r'el. ief. By these Orders the Commission deter'mined

it would annually audit the earnings of any LEC opt. ing under the

earnings sharing plan and compare certain effi. ciency guidel. ines for

each year. in the plan to determine the impact of incentive

regulation on the LEC. The Commission noted it would exclude

exogenous factors from its review of a LEC's performance under

i.ncent. ive r egulation.

Foll. owing public notice, a hearing was commenced on October

28, 1992, in the Commission's Hearing Boom, 111 Doctors Circle,

Columbia, South Carolina, with the Honorable Henry G. Yonce,

Chairman, presiding. A number of parties intervened in this

proceeding and were represented by counsel. Elliott F. Elam,

Esquire, represented the South Carolina Department of Consumer

Affairs (the Consumer Advocate). ATaT of the Southern States

(AT&T) was represented by Francis P. Hood, Esquire, and Roger A.

Briney, Esquire. The Company was represented by William F. Austin,

Esquire, and James B. Wright, Esquire. The Commission Staff was

represent. ed by Gayle B. Nichols, Staff Counsel.

The hearing in this docket included testimony from eleven (11)
witnesses. For United, witness Thomas W. Sokol was the primary
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witness on incentive regulation, while wi. tnesses Thomas J. Geller

and John D. Quarkenbush testified on accounting and rate of return

issues. Testimony on incentive regulation in general was render. ed

by Gary E. Walsh and James N. NcDaniel for the Commission Staff,
Allen G. Buckalew for the Consumer Advocat. e, and James Mertz for

ATILT. Witnesses testifying on the issues of accounti. ng and rate of

return included Philip E. Niller and John B. Legler, sponsored by

the Consumer Advorate, and Thomas L. Ellison, and Dr. James E.

Spearman, on behalf of the Commission Staff.

WHETHER UNITED SHOULD BE REGULATED UNDER INCENTIVE
REGULATION ESTABLISHED IN DOCKET NO. 90-266-C

During the proceeding, Nr. Sokol testified on behalf of.

United. Nr. Sokol explained that through its high quality of

service and low cost of doing business, United was wor. 'thy of

entering the Commission's inrent. ive regulation plan. In addition,

he testi. fied that the increasing competitive environment for

telecommunications services in South Carolina required a change in

the form of regulation for United. Nr. Sokol described in detail

the specific competitive forces experienced by United.

James Nertz testified on behalf of AT&T. Nr. Nertz explained

that ATaT was not opposed to the Commission approving United's

request to enter into incentive regulation. However, Nr. Hertz

t.estified that the Commission should adopt for United the incentive

regulation plans already approved for Southern Bell Telephone and

Telegraph Company and GTE South, Incorporated (GTE).
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Allen G. Buckalew testified on behalf of the Consumer

Advorate. Nr. Buckalew testified that because Uni. ted provides

service in rural areas of South Carolina, unlike Southern Bell and

GTE, it is not subject t.o the competitive forces which are

neressary for a properly-operating incentive regulation plan. Nr.

Buckalew explained, however, that should the Commission allow

United to enter incentive regulation, certai. n requirements should

be ordered. 2

In Order No. 90-849, the Commi. ssion stated: "[f]or the

purposes of this proreeding then [Docket. No. 90-266-C, Generic

Commission finds that there is suffi. cient compet. ition to warrant

consideration of a change in the traditional regulatory

methodology. " Order No. 90-849, p. 5. In Order No. 90-1009, the

Commission stated that "compet. ition exists to such an extent that

every LEC, as a group, is affected by competit. ion. " Order No.

90-1009, p. 7. The Commissi. on's findi. ng of sufficient competition

in the Generic Docket, (Docket No. 90-266-C) t.o warrant a change in

the traditional regulatory methodology does not put the burden on

an individual LEC applying for incentive regulation treatment tn

prove again the existence and impact of compet. it. ion on its own

operations. By establ. ishing an earnings sharing plan, the

Commission affirmatively and with finality determined, inter alia,
that all LEC's were imparted by competition. The Commission finds

2. These requirements are specifirally addressed under the
Earnings Sharing Plan portion of this Order.
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2
be ordered.

In Order No. 90-849, the Commission stated: "[f]or the

purposes of this proceeding then [Docket No. 90-266-C, Generic

Proceeding to Consider Intrastate Incentive Regulation], the

Commission finds that there is sufficient competition to warrant

consideration of a change in the traditional regulatory

methodology." Order No. 90-849, p. 5. In Order No. 90-1009, the

Commission stated that "competition exists to such an extent that

every LEC, as a group, is affected by competition." Order No.

90-1009, p. 7. The Commission's finding of sufficient competition

in the Generic Docket. (Docket No. 90-266-C) to warrant a change in

the traditional regulatory methodology does not put the burden on

an individual LEC applying for incentive regulation treatment to

prove again the existence and impact of competition on its own

operations. By establishing an earnings sharing plan, the

Commission affirmatively and with finality determined, inter alia,

that all LEC's were impacted by competition. The Commission finds

2' These requirements are specifically addressed under the

Earnings Sharing Plan portion of this Order.
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that it is not necessary to quantify the level of competition

the loss of revenues. The Generic Proceeding determined the

competition issue, and neither Order No. 90-849 nor Order No.

90-1009 required further showi. ng by any LEC of the effects of

competit. ion.

Nonetheless, Company witness Sokol supported the impact of

competit. ion on United's operations. Nr. Sokol testified as

follows:

. . . . It. has been stated on many occasions that
competition for yello~ pages, operator. services, and
roin telephone has caused significant competitive
encroachment. s in South Carolina. However:, while United
Telephone Company of the Carol. inas has experienced
signifi. cant competitive activity in these businesses, I
would like to also demonst. rate the extent of competition
in our South Carolina service territory in the toll and
access portion of our business. Toll and access
revenues represent 39.7% of United Telephone Company of
the Carolinas' total operating revenues for the 12
months ending December 31, 1991. I believe my empirical
data will prove ronclusively that the competition in
these two areas is artive. (TR. Uol. 1, p. 12, line 18
p. 13, line 7. )

Beginning in January 1989 through mid-year 1991,
United Telephone Company of the Carolinas lost 8, 295, 362
minutes of use or 3.75: of the minutes that were
previously s~itched over our network. These minutes
represent traffic that, prior to this time, had been
switched totally by United Telephone Company of the
Carolinas. This specific competitive loss ocrurs when
the various interexchange rarriers go to end users in
our operating territory and suggested [sic] that they
order T-1 type servire from the end users' location to
the point of presence of the interexchange carriers.
These customers represent some of the largest business
customers in United's operati. ng territory. For example,
of the 8, 295, 362 minutes that were lost, 2, 516, 798 were
lost in August of 1989 from a large seed company.
Another 1,612, 265 minutes were lost in Ortober of 1989
when a large medical facility took their NTS, WATS, and
800 traffic from United Telephone Company of the
Carolinas to ATILT. Another 964, 744 minutes were lost in
October of 1989 when another large corporation took
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that it is not necessary to quantify the level of competition oK
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competition issue, and neither Order No. 90-.849 nor Order No.

90-1.009 required further showing by any LEC of the effects of

competition.

Nonetheless, Company witness Sokol supported the impact of

competition on United's operations. Mr. Sokol testified as

follows:

.... It has been stated on many occasions that

competition fox yellow pages, operator services, and

coin telephone has caused significant competitive
encroachments in South Carolina. However, while United

Telephone Company of the Carolinas has experienced

significant competitive activity in these businesses, I
would like to also demonstrate the extent of competition

in our South Carolina service territory in the toll and

access portion of our business. Toll and access

revenues represent 39.7% of United Telephone Company of

the Carolinas' total operating revenues for the 12

months ending December 31, 1991. I believe my empirical

data will prove conclusively that the competition in

these two areas is active. (TR. Vol. i, p. 12, line 18 -

p. 13, line 7.)

Beginning in January 1989 through mid-year 1991,

United Telephone Company of the Carolinas lost 8,295,362

minutes of use oK 3.75% of the minutes that were

previously switched over our network. These minutes

represent traffic that, prior to this time, had been

switched totally by United Telephone Company of the

Carolinas. This specific competitive loss occurs when

the various interexchange carriers go to end users in

our operating territory and suggested [sic] that they

order T-I type service from the end users' location to

the point of presence of the interexchange carriers.

These customers represent some of the largest business

customers in United's operating territory. For example,

of the 8,295,362 minutes that were lost, 2,516,798 were

lost in August of 1989 from a large seed company.

Another 1,612,265 minutes were lost in October of 1989

when a large medical facility took their MTS, WATS, and

800 traffic from United Telephone Company of the

CarOlinas to AT&T, Another 964,744 minutes were lost in

October of 1989 when another large corporation took
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their NTS, WATS, and 800 traffic from United Telephone
Company of the Carolinas over. to NCI. It should be
not. ed once these minutes of use were taken from our
network, we ran assume the minutes lost in subsequent
years were as great or greater than those minutes that I
have identified for you. I believe that the factual
information above is a dramatic example of services
bypass that. has occurred and has taken switched acress
and toll revenues away from United Te.lephone Company of
the Car'olinas. When these customers, that I noted
above, began utilizing high capacity T-1 special access
services to ronnect. their location to that of the
interexchange carrier, this allowed the interexchange
carrier to compensate United based on special access
charges versus a per minute of use charge. For large
telecommunicat. ions users there is a tremendous economic
i.ncent. ive for interexchange carriers to provision these
direct connertions. (TR. Vol. 1, p. 13, line 1 — p. 14,
line 21. )

Nuch of the above mentioned reducti. on to United
Telephone Company of the Carolinas' revenue streams
occurred when the customer' was persuaded to order
dedicated facilities from United out to the point of
presence of the interexchange rarrier. We believe
United Telephone Company of the Carolinas is extremely
vulnerable to further transport, bypass by the various
alternate access providers also known as competitive
access providers. These competitive access providers
wi, ll first displace the connections provided by the
telephone company from the large customers' loration to
the interexchange carriers' point of presence. United
Telephone Company of the Car. olinas currently has a
significant share of their total transport revenues
linked to artificially inflated rate elements.
Transport. revenues represent approximately 14'-. of the
total operating revenues of United Telephone Company of
the Carolinas. We believe the competitive threat from
alternate access providers is real for the following
reasons:

regulatory doors are opening to alternative
access providers through interronnert. ion in
states like Illinois, New York, and
Nassachusetts.

end users continue to demand diversity and high
speed services.

competitive access providers offer rates that
are approximately 10': below United's DS-1
t. ransport rates.

DOCKETNO. 92-271-C - ORDERNO. 92-1060
JANUARY 29, 1993
PAGE 7

their MTS, WATS, and 800 traffic from United Telephone
Company of the Carolinas over to MCI. It should be
noted once these minutes of use were taken from our
network, we can assume the minutes lost in subsequent
years were as great oK greater than those minutes that I
have identified for you. I believe that the factual
information above is a dramatic example of services
bypass that has occurred and has taken switched access
and toll revenues away from United Telephone Company of

these customers, that I noted
high capacity T-I special access

their location to that of the
this allowed the interexchange
United based on special access

the Carolinas. When

above, began utilizing

services to connect

interexchange carrier,

carrier to compensate

charges versus a per minute of use charge. Fox large
telecommunications users there is a tremendous economic

incentive fox interexchange carriers to provision these

direct connections. (TR. Vol. i, p. ].3, line 1 - p. 14,

line 21.)

Much of the above mentioned reduction to united

Telephone Company of the Carolinas' revenue streams
occurred when the customer was persuaded to order

dedicated facilities from United out to the point of

presence of the interexchange carrier. We believe
United Telephone Company of the Carolinas is extremely

vulnerable to further transport bypass by the various

alternate access providers also known as competitive

access providers. These competitive access providers

will first displace the connections provided by the

telephone company from the large customers' location to

the interexchange carriers' point of presence, united

Telephone Company of the Carolinas currently has a

significant share of their total transport revenues

linked to artificially inflated rate

Transport revenues represent approximately

total operating revenues of United Telephone

the Carolinas. We believe the competitive

alternate access providers is real for the

reasons:

elements.

]4% of the

Company of

threat from

following

end users continue to demand diversity and high

speed services.

competitive access providers offer rates that

are approximately 10% below United's DS-I

transport rates.

regulatory doors are opening to alternative

access providers through interconnection in

states like Illinois, New York, and

Massachusetts.



DOCKET NO. 92-271-C — ORDER NO. 92-1060
JANUARY 29, 1993
PAGE 8

For these reasons, we have concluded that t. ransport
revenue for United Telephone Company is at risk if
alternat. ive access carriers would build their own
facilities in South Carolina where economically
feasible. As alternate access providers enter the
market, our special and switched access revenue streams
are vulnerable. I think it, ran be safel. y said as these
revenue streams leave the local exchange telephone
company, i. t clearly creates a situation where more and
more pressure for local rate increases will fall on an
ever diminishing group of customers who rely on the
public switch network for their telecommunications
needs. (TR. Vol. 1, p. 15, line 4 — p. 16, line 18).
The Commission finds that even though the Company was under no

requirement to prove the existence of competition in its market or

the impact of competition on its operati. ons, the Company has

supplied sufficient evidence in that regar'd through the testimony

and exhibits sponsored by witness Sokol. The Commission, then,

finds that United may avail itself of incentive regulation for its
intrastate operations under the guidelines, requirements and

restrictions set for'th herein and as set forth in the previous

Orders of the Commission as may be amended from time to time. If
United does not desire to comply with the requirements enunciated

herein, then the Company shall be subject to the traditional rate

of return regulation.

III.
APPROPRIATE TEST YEAR

For purposes of this proceeding, the Company proposed that its
records and performance during calendar year 1991, adjusted for

known and measurable changes, be utilized. Those changes, when

properly made, adjust 1991 per book figures for known and
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measurable changes, a methodology embraced by our Supreme Court.

Southern Bell Telephone a Telegraph Compan v. Public Service

Commission, 270 S.C. 590, 244 S.E.2d 278, 284 (1978). Therein, the

Court stated:

. . . the Commission should
and measurable changes
investments occurring aft.
the resulting rates wi.ll
net operating income, an
this conclusion is found
Telephone & Telegra h Co.

make any adjustments for known
in expenses, r'evenues and

er the test year, in order that
reflect the actual rate base,

d cost of capital. Support for'
in the case of Nountain States
v. Public Utilities Committee,

182 Colo. 269, 513 P. 2d 721, 724-725 {1973), wherein i. t
was stated:
"The relationship between costs, investment, and revenue
in the historic test year is generally a constant and
reliable factor upon which a regulatory agency can make
calculations which formul. ate the basis for fair and
reasonable rates to be charged. These calculati. ons
obviously must take into consideration in —period
adjustment. s which involve known changes occurri. ng duri. ng
the test period which affect the relationship factor.
Out-of-period adjustment. s must be also utilized for the
same purpose. An out-of-period adjustment involves a
change which has occurred or will occur, or is expected
to occur after the close of the test year. . . . Wages and
salary increases which have been contracted for and
which wi. ll take effect after the test year must also be
analyzed in the process of calculat. ions. . . .
Ne agree that a blind adherence in thi. s rate case to the
relationship between cost, s, revenue and average
investment in the historic test period without weighing
the factors involved with proper in-period and out of
period adjustments would be erroneous. "

Integral to the use of a test year, representing normal

operating cond. itions to be anticipated i.n the future, is the

necessity to make normalizing adjustments to the historic test year

figures. Only those adjustments which have reasonable and definite

characteristics and which tend to influence reflected operating

experiences are made to give proper consideration to revenues,

DOCKETNO. 92-271-C - ORDERNO. 92-1060
JANUARY 29, 1993
PAGE 9

measurable changes, a methodology embraced by our Supreme Court.

Southern Bell Telephone & Telegraph Company v. Public Service
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Telephone & Telegraph Co. v. Public Utilities Committee,
182 Colo. 269, 513 P.2d 721, 724-725 (1973), wherein it

was stated:

"The relationship between costs, investment, and revenue

in the historic test yea[ is generally a constant and

reliable factor upon which a regulatory agency can make

calculations which formulate the basis fox fair and

reasonable rates to be charged. These calculations

obviously must take into consideration in-period

adjustments which involve known changes occurring during

the test period which affect the relationship factor.

Out-of-period adjustments must be also utilized for the

same purpose. An out-of-period adjustment involves a

change which has occurred or will occur, oK is expected

to occur after the close of the test year .... Wages and

salary increases which have been contracted for and
which will take effect after the test year must also be

analyzed in the process of calculations ....

We agree that a blind adherence in this [ate case to the

relationship between costs, revenue and average

investment in the historic test period without weighing

the factors involved with proper in-period and out of

period adjustments would be erroneous."

Integral to the use of a test year, representing normal

operating conditions to be anticipated in the future, is the

necessity to make normalizing adjustments to the historic test year

figures. Only those adjustments which have reasonable and definite

characteristics and which tend to influence reflected operating

....... experiences are made to give proper consideration to revenues,
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expenses and investment. s. Parker v. South Carolina Public Service

Commission, et. al. , 280 S.C. 310, 313 S.E. 2d 290 (1984).

Adjustments may be allowed for items occurring in the historic test

year, but which will not recur in the future; or. to gi. ve effect to

items of an extraordinary nature by either normalizing or

annualizing such items to reflect more accurately their annual

impact; or to give effect t, o any other. i. tems which should have been

included or. excluded during the histor. ic test year. The Commission

finds the twelve months ending December 31, 1991, to be the

reasonable period for which to make our det. erminations herein.

ACCOUNTING AND PRO FORNA ADJUSTNENTS

A. Revenue and Ex ense Items

The Company, the Staff and the Consumer Advocate proposed

certain adjustments to the Company's revenues, expenses, and

rate base. Consistent with the Commission's finding concerning the

need to make appropriate accounting and pro forma adjustments to

establish the proper earnings level for the Company to begin

incenti. ve regulation, the Commission will consider the appropriate

adjustments made by the parties. The Commission hereby accepts all

adjustments agreed to by all parties. Consequently, the Commission

will specifically address only those adjustments where the parties
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did not reach a consensus. 3

Interest on Customer Deposits.

The Staff proposed to annualize inter. est on customer deposits.

Conseguently, the Staff increased the Company's expenses by $1,986

and, similar:ly, reduced its rate base by the same amount. The

Commission finds that it is consistent with previous Commission

practices to annualize interest on customer depos. its and, further,

that the Company's rate base should be reduced by $1,986 to r.'eflect

r'atepayer-supplied funds.

Audit Fees.

During its examination of billings from United

Telecommuni. cations, Inc. (UTI) to the Company, the Staff noted

that the Company's audit fee accruals included five (5) months of

the 1990 budgeted audit fees. The actual audit fees applicabl. e to

the test period were $5, 802 lower than the 1990 budgeted fee.
Therefore, the Staff reduced the audit fees based on agreed upon

fees for the 1991 test year. The Commission finds thi. s adjustment

proper and, consequently r.'educes the Company's corporate operati. ons

expenses by $5, 802.

3. During the hearing, Company witness Geller, testified that
United agreed with all the Staff's proposed adjustments, except for
the one relating to the Internati. onal Brotherhood of Electri. cal
Workers (IBEW) cont. ract. (TR. Uol. 1, p. 141, line 21 — p. 142,
line 22). In its post-hearing brief, the Consumer Advocate stated
it accepted the Staff's recommendati. ons regarding lobbying
expenses, legal fees, increases in officers' salaries, and
miscellaneous expense adjustments. Consumer Advocate's Brief,
p. 15.
4. United is a wholly-owned subsidiary of. Sprint Corporation.
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line 22). In its post-hearing brief, the Consumer Advocate stated
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Lobb ing Expenses.

The Staff proposed to remove 911,021 from the Company's

corporat. e operations expense and $2, 867 f. rom plant specific expense

for lobbying. The Staff reviewed the Company's expense reports for

United's South Carolina Director. of Governmental and Regulatory

Affairs and eliminat. ed $1, 760 in expenses which were not incurred

for the pri. mary benefit of providing telecommunications service.

The Staff proposed to remove $2, 867 from the Company's rent expense

for this employee by using the same percentage of his total
non-allowable expenses as derived from his time study.

The Staff also reviewed UTI's allocation of lobbying expenses

to United for its Washington, D. C. office. The Staff determined

that 50: of this allocation or $9, 261 should be disallowed because

approximately 50': of the functions of this office were for

non-regulated nr lobbying purposes. The adjustment for $9, 261 is
included within the above r:eferenced reduction to corporate

operati. ons expense.

The Commissi. on finds that, in keeping wi. th i. ts tradition of

not allowing recovery of certain lobbying expenses, the Staff's
adjustments are appropriate. Further, the Commission notes that. all

parties have agreed to the Staff's treatment of lobbying expenses.

Community Pro'ects and Wellness Program.

The Staff proposed to lower expenses a3.. located from UTI to

United relati. ng to community projects and the Company's we3. 3.ness

program. The Staff determined t.hat eight (8) of the ten (10)

functions performed by the community projects department were
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charitable, civic, or image-buildi. ng in nature. Therefore, the

Staff proposed to remove 80: of t.his expense. In addition, the

St.aff reviewed a description of the Company's wellness program and

determined those allocated expenses should be disallowed since the

primary costs were assoc.iated with operating employee fitness

fac111t1es.
The Commission finds that 80': of the Company's community

project expenses should be disallowed because charitable, civic,
and image-building programs are not. appropriate r. atepayer expenses.

Further, the Commission concludes that expenses associated with the

Company's wellness program should also be disallowed because

United's South Carolina r'atepayers receive no benefit from the

program.

~Le al Fees.

The Company incurred legal fees of $84, 330 during the test
year. These expenses included legal fees from the Company's last
rate case (See Order No. 91-362, Docket No. 89-299-C, Nay 28,

1991), a wrongful termination suit brought by its former employees,

and other related legal expenses. The Staff proposed to amortize

the Company's expenses related to the 1.awsuit over five (5) years

including amount. s spent in 1992 for copies. Further, the Staff

proposed to amortize the remaining legal expenses which the Company

had included, but not yet fully recovered, from its last rate case.

Finally, the Staff proposed to disallow all legal fees associated

with non-regulated services.

The Commission concludes that the Staff's proposed handling of
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proposed to amortize the remaining legal expenses which the Company

had included, but not yet fully recovered, from its last rate case.

Finally, the Staff proposed to disallow all legal fees associated

with non-regulated services.

The commiss_oh cohciudes 5ha t_ the staff's proposed handling of



DOCKET NO. 92-271-C — ORDER NO. 92-1060
JANUARY 29, 1993
PAGE 14

these expenses is consistent with the Commiss. ion's historic

treatment of legal expenses. In addi. tion, the Commi. ssion finds the

Company's 1992 expenses to be known and measurable and, therefore,

properly included i. n the Company's expenses. Consequently, the

Commission approves the Staff's adjustment.

Bate Case Expenses.

The Staff proposed to amortize the Company's last rate case

expenses in Docket No. 89-229-C over three (3) years. The Staff

included those costs incurred in 1992 concerning this docket i. n its
amor't1zat1on.

The Commission concludes the Staff's adjustment. is

appropriate. The Commission has consistently allowed the recovery

of rate case expenses over a three (3) year. period. Further, the

Commi. ssion finds those rate case expenses incurred outside of the

test year to be known and measurable and, therefore, recoverable.

"Non-Allowable" Items.

The Staff proposed to remove contributions, certain meals and

entertainment expenses, advertising, employee gifts, awards,

parties and club dues, sponsorships of sports t.earns and events,

novelty and image bui. lding items, employee newsletter costs,
membership in social and athletic clubs, and a portion of the

Company's dues paid to the Unit. ed States Telephone Association

(USTA) and the South Carolina Telephone Association (SCTA) from the

Company's expenses. The Staff noted that the Commission has

disallowed the recovery of these expenses because they are not

necessary to the provision of telephone service.
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The Commission finds that these expenses are unnecessary for

the provision of telephone service. Therefore, the Commission

approves the Staff's adjustment.

Expenses Associated with Economic Development.

The Staff elimi. nated $930 of expenses for employee meals,

entertainment, travel, and lodgi. ng associated with economic

development. The Staff noted that the Commission has not ruled

previously on the appropriat. e accounting t, r'eatment for costs

associated with economic development.

At the hearing the Company di. d not take issue with the Staff's
adjustment regarding expenses for economic development. {TR. Vol.

1, p. 141, lines 18 — p. 142, li. ne 2. ) Therefore, the Commission

approves the Staff's adjustment. .
Revenues and Expenses Associated with E-911.

By contract, Uni. ted is to provide the County of Greenwood with

Emergency 911 {E-911) service at some future date. During the test

period the County paid United $14, 145 in non-recurring installation

charges associated with the E-911 system. During the test year,

the Company expensed $8, 411 due to work involvi. ng the E-911 system.

The $14, 145 was booked as revenue and the $8, 411 was booked as

expenses by the Company during the test year.

Addit. ionally, as of the end of the test peri. od, the County of

Greenwood had paid Uni. ted $67, 191 for equipment. needed to operate

the E-911 system. The $67, 191 has accumulated into Account 4360,

Other Deferred Charges and Credits, on the books of the Company

since the inception of the E-911 project which was approximately
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eighteen (18) months old as of the end of the test per.iod. The

Company proposed to t. reat the $67, 191 contained in Account 4360 as

deferred revenue.

During the Staff's audit, the Company informed the Staff that

the contract may be subject to renegoti. at. ion. Consequently,

because the effect. s of the E-911 service are unknown and not

measurable at this time, the Staff proposed to eliminate the

effects of E-911 for purposes of this proceeding and to treat the

$67, 191 as a contribution i. n ai.d of construction.

The Commission finds that the revenues and expenses associated

with E-911 service to the County of Greenwood are non-recurring and

should be eliminated for purposes of this proceeding. The

Commission concludes that since the deferred revenues of 967, 191

are associated with E-911 equipment and the final disposition of

such equipment has not yet been determined, it. is proper to treat

these deferred revenues as a contribution in aid of construction. 5

Interest Synchronization.

Staff proposed to record the effects of interest.

synchronization on income taxes. The Staff proposed to increase

operating taxes by 917,284. The Company proposed an adjustment to

its per book figures in the amount of $2, 558. The Consumer

Advocate proposed an interest synchronization adjustment of

$17, 000. The differentials between the three recommendations are

attributable to different rate base adjustments, cost of debt

5. The Commission recognizes that this adjustment reduces
United's rate base by $67, 191.
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component, s, and capital structure. Based on the Commission's

determinations herein, the St,aff's adjustment. s are appropriate and

are adopted in this proceeding.

Employee Income Protection Plan.

The Company, the Consumer Advocate, and the Staff proposed to

amort. ize the expenses associated with United's employee income

protection plan (EIPP) over the peri. od in which the benefits will

be paid to the employee. The Staff's adjustment includes a

reduction in payroll taxes appli, cabl. e to such benefits.

The Commission accepts the Staff's adjustment. The Commission

finds it appropriate to expense the EIPP liabi. lity over the

payment period to the employees who took advantage of the program.

Interest During Construction.

Both the Staff, the Consumer Advocate, and the Company propose

to reflect interest during construction (IDC) on an end of period

level. The Staff's adjustment includes IDC on a short term project

which was reclassified as a long t. erm project after the end of the

test year. The Commission finds that the Staff's adjustment is

appropriate for this proceeding and, therefore, adopts the

adjustment, .
Wages, Salaries, and Officer Incentive Compensation Payments.

The Staff proposed to annualize wage increases which took

place during the test year based on end of year employee levels.

The Staff's adjustment does not reflect lump sum payments to

employees, excludes increases for EIPP part. icipants and corrects an

erroneous crossbilling percentage for the Company's marketing
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department. The Staff included the effect on payroll t.axes within

its adjustment.

The Commission finds it appropriate to annualize for all known

and measurable wage/salary changes whi. ch occurred during the test

year. Further, the Commission finds it appropriate to remove

increases for EIPP partici. pants and lump sum payments during the

test year as these expenses are not recurring.

The Company proposed to annualize wage i.ncreases which took

place and which were scheduled to take place after the end of the

test year. The Staff proposed to include pay increases after the

end of the test year only i. f covered by a curr:ent. union contr, act

and only utilizing test year ending employee levels.

The Consumer Advocat. e proposed that any wage increases

occurring after the test year be disallowed. The Consumer Advocate

argued that wage annualization to recognize a sala. ry increase after

the end of the test year violates the test year concept and results

in a mismat. ching of revenues and expenses. The Consumer Advocate

stat. es that it is inappropri. ate to randomly annualize certain it.ems

for known and measurable costs beyond the test year and not

annualize other revenues and expenses. The Consumer Advocate

contends that if it accepts the Company's adjustment, the

Commission should extend the cust. orner growth adjustment through the

latest known period for which information is available and

recognize the Company's projected reduction to pension expense for

1992.

As of the hearing, United witness Thomas Geller testified the
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Company's labor negotiator and the union president of the

International Brotherhood of Electrical Workers (IBEW) had signed

an agreement as to the terms of the parties' new contract.

Testimony at the hearing indicated that the IBEW union workers were

scheduled to vote on the contract on November 9, 1992. The Company

agreed to provide the Commission with the results of the vote and a

copy of the signed contract. The Commission has received a copy of

the November 1992 contract between United and the IBEW. This

cont. ract, reflects salary increases for the IBEW members.

The Commission hereby approves the Company's annualization of

its after-the-t. est-year, wage increases, i.ncluding those made by the

IBEW contract. The Sout, h Caroli, na Supreme Court has previously

held that the Commission should make adjustment, s for known and

measurable expenses occurring after the test year in order that. the

resulting rates accurately reflect the financial situation of. the

utility. Southern Bell v. Public Service Commission, ~su ra. The

Commission concludes that the United and IBEW union agreement was

finalized prior to the issuance of the Commission's decision on

this matter and that the increased wages were known and measurable.

Therefore, the Commission concludes that. these increased wages

should be accepted and annualized for the end of test year

employees.

The Commission fi.nds, however, that it would be inappropriate

to adjust customer growth and the Company's pension expense as

recommended by the Consumer Advocate. As noted by Hearing Exhibit

4, United's response to the Consumer Advocate's First Set. of
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Company's labor negotiator and the union president of the

International Brotherhood of Electrical workers (IBEW) had signed

an agreement as to the terms of the parties' new contract.

Testimony at the hearing indicated that the IBEW union workers were

scheduled to vote on the contract on November 9, 1992. The Company
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measurable expenses occurring after the test year in order that the

resulting rates accurately reflect the financial situation of the

utility. Southern Bell v. Public Service Commission, su_p_. The

Commission concludes that the United and IBEW union agreement was

finalized prior to the issuance of the Commission's decision on

this matter' and that the increased wages were known and measurable.

Therefore, the Commission concludes that these increased wages

should be accepted and annualized for the end of test year

employees.

The Commission finds, however, that it would be inappropriate

to adjust customer growth and the Company's pension expense as

recommended by the Consumer Advocate. As noted by Hearing Exhibit

4, united's response to the Consumer AdVocate's First Set of
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Interrogatories, Question 1-29, the Company's 1992 expected pension

expense is merely projected. Consequently, unlike the

annualization adjustment made for. a given salary increase for a

known number of employees at the end of the test year, the

Company's projected pension expense is not known and measurable.

Therefore, the Commission concludes it would be improper to adjust

the Company's test year pension expense to reflect its anticipated

1992 pension expense.

Further, the Commission finds and concludes that by

annualizing the Company's known 1992 salary increases to its end of

test period employees and not adjusti. ng the Company's after test

year customers, there is no mismatch of revenues and expenses. The

Commission has not altered the number of employees from those at

the end of the t.est year. Consequently, the Commission finds it,

would be inappropriate to alter the number. of customers from the

end of the test; year.

The Staff pr'oposed to r'educe salaries, wages and related taxes

for United's officer pay increases included i. n the test year

expenses. In additi. on, the Staff removed officer incentive

compensation payments from the Company's test year expenses.

The Commissi. on adopts the Staff's proposed adjustments. As

noted by both the Staff and Consumer Advocate witness Philip

Niller, it. has been the Commission's policy in previous United

proceedings, as well as in other major. utility proceedings, that

officer salary increases not be i. ncluded in test year. operating

expenses. Instead, the Commission has held that test year
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increases in officers' salaries are expenses which should be borne

by the utility's stockholders rather than its ratepayers. For the

same reason, the Commission concludes that officer incentive

compensation payments should not be recovered from ratepayers.

Further, offi. cer incentive compensation payments may not be

recurring expenses of the Company and, therefore, should be

disallowed.

Equal Access Costs.

The St'aff proposed to amortize the Company's cost of providing

equal access over ten (10) years. This proposal reduces the

Company's customer operations expenses by $14, 432. The Staff's
adjustment includes the unamorti. zed costs of equal access in rate

base i. n order to have a mor'e revenue neutral effect.
The Commission finds that the Staff's proposal is consistent

with prior: ruli. ngs of this Commission. Therefore, the Commission

adopts the Staff's adjustments.

Customer Surveys and Asbestos Respiratory Protection Pro~sam.

The Staff proposed to remove out of period costs for customer

surveys, thereby reducing the Company's customer operat. ions

expenses by 9799. Additionally, the Staff proposed a five year.

amortization of the Company's asbestos respiratory protection

program. This proposal reduces the Company's corporate operations

expenses by $389. The Commission finds that no parties have

expr'essed any objection to these adjustments and, therefore,

concludes that both of these adjustments are appropriate for.

ratemaking purposes.
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Toll Pool Revenues.

The Staff proposed to adjust the Company's operating revenues

to reflect the effect on its toll pool sett. lement. s with other local

exchange companies because of pro forma and accounting adjustments

made to United's rate base and oper. ating expenses. The Company

recognized the toll pool effects associated with expenses only.

The Commission recognizes that all long distance toll revenues

collected for intraLATA calls are placed in a pool and that each

local exchange company is allocated a portion of the revenue from

the pool. Aft, er: consider:ing the proper adjustments to the

Company's rate hase and operat. ing expenses, the Commission

concludes that the Staff's adjustments are appropriate.

Post Retirement Benefits Other than Pensions.

During the test year, United booked its expenses for its
retirees' post ret. irement benefits other than pensions (OPEBs)

using the "pay-as-you-go" (cash) basis of accounting. The Company

proposed to adjust its expenses to include the effect of adopting

the Statement of the Financial Accounting Standards (SFAS) No. 106.

SFAS No. 106 requires companies such as United t.o account for

OPEBs, such as health benefits, on an accrual basis. Accounting on

an accrual basis treats the OPEBs as a current operati. ng expense.

Under SFAS No. 106, accrual basis accounting is required to begin

no lat. er than January 1, 1993.

According to Company witness Geller, the accrual method

required by SFAS No. 106 is more appropriate than the current

pay-as-you-go basis. Nr. Geller explained:
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The objective of accrual accounting is to record the
fi.nancial effects of transactions in the periods in
which they occur, to the extent that these effects are
recognizable and measurable. SFAS No. 106 concludes
that OPEBs are a form of deferred compensat. ion si.milar
to pensions. The accrual method of account. ing
recognizes the cost of postr'etir. ement benefits
compensation duri. ng the period in which employees
perform services to earn their benefits, even though the
benefits may not be paid until sometime in the future.
The cash method delays the cost, of OPEBs until the
employees are retired and no longer providing value to
the Company and its customers, resulting in unrecorded
liabilities and misallocation of costs during the
employees' service lives and retirement.

From a financial account. ing standpoint, it is necessary
to match the recognition of the costs of OPEBs with the
earning of these benefits by employees. Likewise, from
a ratemaking perspective, it is preferable to recover
OPEB costs during the years that the employees ser. ve and
benefit our customers. Otherwise, future customers will
be charged OPEB costs that relate to services provided
to customers in the past. . (TR. Vol. 1, p. 134, line 4

p. 135, line 4. )

Nr. Geller noted that. the Federal Communications Commission

(FCC) has directed telephone companies to adopt SFAS No. 106 for

regulator. y accounting purposes and to amortize the transition

obligation. Nr. Geller testified that United has determined to

amor'tize the SFAS No. 106 transition obligation over the maximum

period allowed, twenty years, in order to minimize the impact nn

company earnings and rates charged to its ratepayers from adopt. ing

the accrual method under SFAS No. 106.

Nr. Geller further testified that the adoption of SFAS No. 106

does not actually increase United's expenses but, instead, changes

the t. iming of the expenses. Nr. Geller explained that, .instead of

deferring OPEB expenses until some period in the future, the
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Company will recognize a port. ion of the expense each year.

The Staff agreed with United's adjustment to refl, ect the

effect of SFAS No. 106. However, in determini. ng the cost of

benefits for United's current employees, the Staff recommended to

use actuarial valuations through the year 1992, instead of

valuations through the year 1993, as proposed by Un.ited. The

Company has since agreed to this valuation. See United, Brief,

p. 16.

The Consumer Advocate opposed the Company's adjustment, and

instead, recommended that Un.ited cont.inue usi. ng the pay-as-you-go

method for ratemaking purposes. Consumer Advocate witness Miller

testified that. the proposed accounting change increases the

intergenerational i.nequi. t. ies between customers because it causes

current customers to bear the cost of serving more than one

generation of customers in their rates. Nr. Ni. lier explained that,

while "current, customers should be expected to pay the expected

postretirement. benefit obligation attributed to the employee

service during the current period" (TR. Vol. 2, p. 134, lines 3-5),
the current customer should not also be required to pay the

accumulated postretirement benefi. ts of employees who provided

service in prior years. Nr. Niller testified that, although

current customers are paying the postretirement expenses of those

employees who did not serve them under the pay-as-you-go method,

they are, however', only paying for. one generation of

employee-retirees.

Nr. Niller further testified that "the accrual method required
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by SFAS No. 106 is not as reflective of the cur. rent service costs

as the calculat. ion based upon the pay-as-you-go method and that. it
is not as appropriate for ratemaking purposes. " TR. Vol. 2, p. 33,

lines 9-11. Nr. Niller explained that, because the actual costs of.

future OPEBs .is unknown, the expense does not meet the known and

measurable standard for; ratemaking. In addition, he testified that

the future OPEB liability may change if United's postret. irement

benefits are modified. Finally, Nr. Niller testified that, berause

a higher liability translates into higher rates, regulated entit. ies

surh as United have an incentive to select a larger rather than

smaller estimate of OPEB cost.
Nr. Niller testified that if the Commission rejects the

Company's request to adopt the accrual method for ratemaking

purposes United will not run afoul of generally accepted accounting

principles (GAAP). Nr. Nil. ler stated that GAAP will not be

violated if the Commission allows United to recognize the

difference between the pay-as-you-go and accrual methods as a

regulatory asset pursuant to SFAS No. 71. Nr. Niller admitted that

the Commission would need to allo~ Uni. ted to r. ecover this

difference, the regulatory asset, in future revenues. Nr. Geller

testified, however, that treating the difference between the

accrual and pay-as-you-go methods as a regulatory asset will have a

greater negative impact on the Company's ratepayers as opposed to

adopting SFAS No. 106 for ratemaking purposes.

The Commission has carefully reviewed the Consumer Advocate's

argument. s regarding the appropriate method of accounting for OPEB's
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and finds the arguments unpersuasive. The Commission notes that,

regardless of the accounting method employed, Unit. ed is liable for

the OPEBs of its employees. However, the Commission finds that, the

accrual method of SFAS No. 106 recognizes the true OPEB expense

that United actually incur. s for its current employees and

appropriately matches this expense to the appropriate accounting

period. Further, the Commission finds and concludes that the

accrual method direct, ly matches the cost of service rendered by

United's employees with those ratepayers to whom the service is
provided. Noreover, any intergenerational inequity associated wi. th

the transition from the pay-as-you-go method to the accrual method

1 s only tempol a ry.

Further, the Commission finds that the cost for; OPEBs

associated with United's current empl. oyees meets the known and

measurable standard for ratemaking. United's OPEB liability is
computed by an actuarial valuation which is updated each year to

reflect any changes in the Company's postretirement benefit plans

or in economic conditions. Consequently, the actuarial valuation

is self-correcting. Finally, the Commission notes that no party

has challenged the calculation of the Company's pension expense

which is also deter:mined by an actuarial study.

Noreover, the Commission finds no merit to the Consumer

Advocate's argument that under the accrual method United has an

incentive to overstate its OPEB liability. There is absolutely no

evidence in the record from this proceeding that United has

over'estimated its expenses. Furt. her, should it ever be determined
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that United has overstated any expense, the Commission can and will

disallow the expense as imprudent.

Finally, the Commission concludes that, in recommending that

United continue to employ the pay-as-you-go method for ratemaking

purposes, the Consumer Advocate has ignored the necessi. ty and

effect. of establishing a regulatory asset. As admitted by witness

Niller on cross-examination, if this Commission requires United to

continue to account for it. s OPEB liability using the pay-as-you-go

method, the Commission will be required to set up the cost

difference between the accrual and pay-as-you-go methods as a

regulat. ory asset and allow United t. o recover. this difference in

future rates. As stated by witness Geller, United's ratepayers

will incur a greater expense if required to support the

pay-as-you-go method, composed of the regulatory asset and the OPEB

liability of prior retired employees, than i. f required to suppor. t
the accrual method, composed of the transit. ion costs for. prior

retirees and the accrued liab. ility for current employees.

For each of the above reasons, the Commission finds that the

Company's proposal to adjust its books to reflect the accrual

method of accounting for OPEBs is appropriate for ratemaking

purposes. However, the Commission adopts the actuarial valuation

through 1992 as recommended by the Staff. 6

6. The rate base effect of adopting the accrual method of
accounting for OPEBs includes recognizing the capitalized benefits
as an asset. and reducing rate base for the unfunded liability.
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NECA Payment.

Shortly before the hearing United was notified by the National

Exchange Carrier Association {NECA) that i, t would be receiving

$261, 661 in payments from the Universal Service Fund. The Company

proposed to include this in its test year revenues. No par'ties

have objected to this accounting treatment of the payment. s,
therefore, the Commission adopts the Company's pr. oposal.

Customer Growth.

The Staff pr'oposed to compute customer growth using an average

based on beginning of year and end of year access lines. The

growth factor was then applied to the St.aff's net operating income.

The Company deve3. oped its growth factor by using a thirteen {13)
month average of access lines and then applied this factor to its
net operating income. The Consumer Advocate utili, zed the same

factor as developed by the Company.

The Commission approves the St.aff's adjustment for customer

growth. The Commission notes that the Staff's customer growth

adjustment is based on a standard formula approach which it has

typically approved in past proceedings. Customer growth shall be

adjusted using the Staff's methodology and the approved net

operating income stated by this Order.

Amortization of Excess Accumulated Deferred Income Taxes.

According to Consumer Advocat. e witness Niller,

The Tax Reform Act of 1986 {TRA 86) decreased the
corporate tax rate from 46': to 34-:. As a result,
utilities which had been maki ng additions to their
reserves for deferred taxes at. the 46: rate had an
"excess" in their reserves for defer. red taxes. The
reason for thi, s is that federal income tax deferrals
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Amortization of Excess Accumulated Deferred Income Taxes.

According to Consumer Advocate witness Miller,

The Tax Reform Act of 1986 (TRA 86) decreased the

corporate tax rate from 46% to 34%. As a result,

utilities which had been making additions to their

reserves for deferred taxes at the 46% rate had an

reason fox this is that federal income tax deferrals
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which had been computed based upon a tax rate of 46:
wi.ll be "reversed" out when the tax rate is only 34':.
This same situation occurred in 1978 when the cor'porate
tax rate was lowered from 48: to 46':. (TR. , Vol. 2, p.
158, lines 3-9).

Because of these changes in the income tax rates and the timing

differences between when an item is recognized for book and tax

purposes, excess accumulated defer. r. ed income taxes are created on

the Company's books. The Consumer Advocate recommended that

certain "credit balances" in United's accumulated deferred income

tax account be flowed back to the r. atepayers over. an accelerated

period of two (2) years. 7

The Commission has reviewed the Consumer Advocate's

recommendation and finds it unpersuasive. The evidence of record

on this matter indicates that. the Consumer. Advocate singled out the

excess accumu1. ated deferred income tax credit balances relating to

the Company's Unicap and Pensions and ignored the excess

accumulated deferred income tax debit balances pertaining to

Disallowed ADR and RAR (48la). See Hearing Exhibit 4. These debit

balances more than offset the credit balances for Unicap and

Pensions. The Commission notes that if it were to apply the

Consumer Advocate's recommendations in a consistent, manner, the

Company's income tax expense would be increased. Consequently, the

Commission concludes it is inappropriate to adopt the Consumer

Advocat. e's recommendation for a two year amortization of excess

7. Typically, the Commission has flowed back any net unprotected
excess cr. edit in the accumulated deferred income tax account over
five (5) years.
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unprotected accumulated deferred income taxes.

B. Rate Base Items

Pursuant to S.C. Code Ann. , 558-9-570 (1976), in ratemaking

proceedings involving a telephone utility, the Commission must

"give due consideration to the t.elephone utility's property devot. ed

to the public service. . . ". This consideration is traditionally

made in the context of the determination of the utility's rate

base.

For ratemaking purposes, the r. ate base represents the total

net value of the telephone utility's tangible and intangibl. e

capital or. property value on which the telephone utility is
entitled to earn a fair. and reasonable rate of return. Generally,

the rate base, as allocated to the Company's South Carolina

intrastate operat. ions, is composed of the value of the Company's

property used and useful in providing telephone service to the

public, plus construction work in progress, mat. erials and supplies,

an allowance for cash working capital, and property held for future

use. The rate base computation i.ncorporates reductions for the

reserve for depreciation and amortization (accumulated

depreciation), accumulated deferred income tax, cont. ributions in

aid of construction and customer deposi ts. The Accounting

Department of the Commission Staff, prior. to the date of the

hearing, conducted an audit and examination of the Company's

General Ledger, including rate base items, with plant additions and

retirements.

In the instant. proceeding, the Commission Staff conducted an
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analysis of the items and amounts which the Company proposed to be

included in its intrastate rate base for ratemaking purposes. On

the basis of the Staff's aud. it, the exhibits, and the testimony of

all parties contained in the evident. iary recor. d of the proceeding,

the Commission can determine and fi.nd proper balances for the

components of the Company's rate base, as well as the propriety of

related accounting adjustments.

This Commission is among the majority of regulatory agenci. es

which provide for. the det. erminat. ion of a utility's rate base on an

end of test year basis, a result which most reasonably coincides

with the prospective operation of any ratemaking acti. on. The use of

a "year end" rate base likewise serves to enhance the timeliness of

the effect of such acti. on and pr'eserves the reliance on histor. ic

and verifiable accounts without resort to speculative or projected

figures. Consequently, the Commission finds it. most reasonable to

retain its consistent regulatory pract. ice herein and evaluate the

issues in this proceeding founded on a rate base for the Company's

intrastate operat. ions as of December 31, 1991.

Annualization of Depreciation Expense.

The Company proposed to record the rate base effect of

annualizing its depreciation expense. The Company's proposal had

the effect of decreasi. ng its depreci. at. ion expense, thereby

increasing its rate base. During its audit, the Staff noted that

Account 2321, Customer Premise Wiring, had no plant balance and no

accumulated depreci. ation balance. The Company and the Staff

proposed to lower depreciation expense by $283, 578 for this account
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causing the depr. 'eciation adjustment. to become a negative amount.

The Staff proposed that, since there was no accumulated balance in

this account, it should be improper. to adjust accumulated

depreciation. The Commission recognizes that t.he Company now

agrees with the Staff's proposal and that the Consumer Advocate has

expressed no opi. nion regarding this issue. Consequentl. y, the

Commission approves the Staff's proposal.

Annualized Interest on Customers' Deposits.

The Staff proposed to record the rate base effect of

annualizing interest on customers' deposits. The Company

ultimately agreed with this adjustment; the Consumer Advocate

expressed no opinion on this adjustment. The Commission finds the

Staff's adjustment appropriate for rat. emaking purposes and approves

the adjustment.

Plant Held for Future Use.

The Staff proposed to reduce the Company's rate base by $297

for telephone plant held for. future use. This plant has been on

the Company's books in excess of the two (2) year period specified

by the chart of accounts. The Company agreed with this adjustment;

the Consumer Advocate expressed no opinion on this adjustment. The

Commission finds the Staff's adjustment appropriate for. ratemaking

purposes and approves the adjustment.

Unclaimed Funds.

The Staff proposed t.o reduce United's rate base by $696 for

unclaimed funds found on the Company's books during it. s audit. The

Commission finds that the Company should not be allowed to earn a
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return on unclaimed funds and, therefore, approves the Staff's
adjustment.

Directory 0 erations.

In Order No. 91-362, the Commission stated that in all future

ratemaki. ng proceedings regarding United, "100: of the revenues of. a

subsidiary/affiliate directory [publisher] shall be imputed to the

operating revenues. . .". Order, p. 29. Consequently, in this

proceeding the Company adjusted its books to include the revenues

and expenses of its publishi. ng company in its own revenues and

expenses. Simi.larly, United adjusted i, ts rate base to include its
investment in directory operations. This adjustment. increased the

Company's cash working capital by $679, 085, primarily for prepaid

expenses. The Staff concurred with the Company's adjustment. The

Consumer Advocate disagreed with the Company's proposal to include

the working capital of United's directory affiliate in the

Company's rate base.

The Commission finds that i. f United is required to fully

impute all of the revenues of i, ts director'y affiliate, it should

likewise be permitted to recognize the capital invest. ed in fixed

assets and prepaid expenses which are used in order to operate the

publishing business. Thus, the Commission concludes that the cash

working capital of the Company's directory affiliate is a proper

rate base item on which the investor. is enti. tl. ed to earn a return.

Accordingly, the Consumer Advocate's recommendation is denied.
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Cash Worki~ck Capital.

Consumer Advocate witness Niller explained the concept of

wor'k1ng capl tal:
Xn addition to a util. ity's investment i. n plant
in-service that is used to render utility service, there
is also an investment required to support day-to-day
operations. This investment. results because either
payments for goods and services are made prior to the
collection of the revenues for the goods and services
provided (posit. ive working capital), or the r. evenues
associated with the goods and services are collected
before the associated payments are made (negative
working capital). This investment .is known as cash
working capital. Additionally, utilities have other
i. nvestments in addit, ion to the plant investment. For
example, materials and supplies is an element of working
capital. (TR. , Vol. 2, p. 151, lines 2-12).

Nr. Niller explained that "[t]here are three generally accepted

methods for determining the proper cash working capital allowance

which should be included in rate base. " (TR. , Vol. 2, p. 152,

lines 1-2). Nr. Niller, described these three methods: lead-lag

study, balance sheet analysis of non-plant investments less

non-investor sources of funds, and formula method. Nr. Niller

testified that. the Consumer Advocate preferred the use of a

lead-lag study because it "is normally regarded as the most

accurate method of determining the cash working capital

requirements. " (TR. , Vol. 2, p. 152, lines 1.7-18). Because the

Company did not prepare a lead-lag study, Nr. Niller recommended

that the cash working capital allowance be set at zero. This

recommendation reduces the Company's rate base by 9865, 797.

The Company proposed that its cash worki. ng capital allowance

be set using the 20-day formula allowance previously approved by
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Mr. Miller explained that "It]here are three generally accepted
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which should be included in rate base." (TR., vol. 2, p. 152,
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recommendation reduces the Company's rate base by $865,797.
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be set using the 20-day formu!a al!owance prlevious!y approved by
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the Commission in other proceedi. ngs. This 20-day allowance

recognzies the delay between the Company's provision of telephone

service, and the service's corresponding expense, and the Company's

receipt of revenues from its customers.

The Staff agreed with the Company's proposal. Staff witness

Ellison testified that a lead-lag study is open to subjective

interpretation and manipulation and that there was no reason why

use of a lead-lag study is preferable to the formula method for

determini. ng the appropriate cash working capital allowance.

The Commission concludes that use of the 20-day allowance to

establi. sh the Company's cash working capital is preferrable in this

proceeding. Based on the testimony from the hearing, the

Commission finds that a lead-lag study is subject to int. erpretation

and manipulation and, consequently, the Commission concludes that

it. s 20-day cash working capital allowance is appropriate.

All other adjustments proposed by Staff and not objected to by

any party are hereby adopted. All other adjustments proposed by

the various parties not, specifically addressed herein have been

considered by this Commission and have been denied. General taxes,

State income taxes, and Federal income taxes will be adjust. ed to

reflect all adjustments approved herein by the Commission.

Based on the approved adjustments as noted above, it is the

opinion of the Commissi. on that the South Carolina intrastate rate

base at December 31. , 1991, of $50, 131,691 is both reasonable and

appropriate. That rate base is shown in the following table:
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TABLE A

ORIGINAL COST RATE BASE

SOUTH CAROLINA INTRASTATE OPERATIONS

DECENBER 31, 1991

Telephone Plant in Service
Accumulat. ed Depreciation
Net Plant in Service
Telecommunications Plant Under Construction
Property Held for Future Use
Naterials and Supplies
Cash Working Capital
Contributions in Aid of Construction
Accumulated Deferred Income Taxes
Customers' Deposits
Total Rate Base

109,270, 304
(53, 491, 066)
55, 779, 238

784, 143
-0-

254, 185
752, 136

(376, 393)
( 6, 218, 440)

(843, 178)
50 131 691

After establishing the appropriate rate base, it is the

Commission's obligati. on to apply the Company's total operating

income for return to the Company's rate base to determine what

adjustments, if any, to the present rate structure are necessary to

generate earnings sufficient to produce a fair rate of return to

meet. the needs of t.he utility. In Bluefield Water Works and

Improvement Co. v. West Virginia Public Service Commission, 262

U. S. 679, 692, 43 S.Ct. 675 (1923), the Court stated the applicable

constitutional standard as follows:

A public utility is entitled to such rates as will
permit it to earn a return on the value of the property
which it employs for. the convenience of the public equal
to that generally being made at the same time and in the
same gener. al part of the count. ry on investments in other
business undert. akings which are attended by
corresponding risks and uncertainties; but it has no
constitutional right to profits such as are realized or
anticipated in highly profitable enterprises or
speculative ventures. The return should be reasonably
sufficient to assure confidence -in the financial
soundness of the utility and should be adequate, under
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TABLE A
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Accumulated Deferred Income Taxes

Customers' Deposits

Total Rate Base

$
109,270,304

(53,491,066)

55,779,238
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After establishing the appropriate rate base, it is the

Commission's obligation to apply the Company's total operating

income for return to the Company's rate base to determine what

adjustments, if any, to the present rate structure are necessary to

generate earnings sufficient to produce a fair [ate of return to

meet. the needs of the utility. In Bluefield Water' Works and

Improvement Co. v. West Virginia Public Service Commission, 262

U.S. 679, 692, 43 S.Ct. 675 (1923), the Court stated the applicable

constitutional standard as follows:

A public utility is entitled to such rates as will

permit it to earn a return on the value of the property
which it employs for the convenience of the public equal

to that generally being made at the same time and in the

same general part of the country on investments in other

business undertakings which are attended by

corresponding risks and uncertainties; but it has no

constitutional right to profits such as are realized or

anticipated in highly profitable enterprises or

speculative ventures. The return should be reasonably
Sufficien{ ........£o ..........assure .....c6nfidence ......in .........the .........fin:aneial ..........

soundness of the utility and should be adequate, under
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efficient. and economical management, to maintain and
support its credit and enable it; to raise the money
necessary for the proper discharge of its public
duties. . . .

This standard was reaffirmed by the Court in Federal Power

Commission v. Hope Natural Gas Co. , 320 U. S. 591, 64 S.Ct. 281

(1944), where the Court stated:

. . . the return to the equity owner should be commensurate
with returns on investments in other ent. erprises havi. ng
corresponding risks. That return, moreover, should be
sufficient. to assure confidence in the fi.nancial
integrity of the enterprise, so as to maint. ain its
credit and to attract capital. . .

In the Permian Basin Area Rate Cases, 390 U. S. 474, 492, 88 S.Ct.

1.344, 1373, 20 L. Ed. 2d 312 (1968), the Court added that the results

of a rate order must "fairly compensate investors for the risks

they have assumed. . . . " This Commi. ssion has acknowledged these

standards and has appli. ed them in numerous cases in the past.

It i. s clear fr' om these cases that the capital structure

selected by the Commission in this proceeding must, be one which

accurately reflects the business and financial risks presented by

the utili, ty which is the subject of regulation. Otherwise, the

constitutional tests of reasonableness for a rate of return cannot

be met. Noreover, the Commissi. on is cognizant of its obligat, .ion

pursuant. to S.C. Code Ann. 558-9-570 (1976) to give "due

consideration to. . . the capitalization of the telephone utility. . . . "

The Commission finds that the applicable legal principles and

the substant. ial evidence of record require that the consolidated

capital structur'e of Unit. ed Telephone Syst. em be adopted for use in

this case. This finding is consi-stent with the capital structure
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utilized by each of the cost of capital witnesses. The specific

capital structure which the Commission adopts for use in this

proceeding is depicted in the followi. ng table:

TABLE B
CAPITALIZATION — PER BOOKS

June 30, 1992

Amount
(thousands)

Ratio

Long-Term Debt.
Preferred Stock
Common Equity

1,256, 549
13,794

2, 260, 763

35.59:
.39

64. 02

TOTAL 3 531 106 100.00'0

Consumer Advocate witness Legler expressed concern over the

pxoportion of common equity in the capital structure and suggested

that capping the equity ratio at 60'0 may be appropri. ate. Dr.

Legler recommended that the Commission review the reasonableness of

the proposed capital structure i. n future cases if the equity ratio

continues to increase. The Commission will review the

reasonableness of the proposed capital structure in future cases.

The capitalization displayed in Table B reflects the actual

consolidated capital st. ructure of United Telephone System as of

June 30, 1992, which the Commission fi.nds fair and reasonable for

ratemaking purposes in this proceeding. The capitalization and

associated ratios have been utilized in the determination of a fair

rate of return for the Company's operations.

1n regard to the issue of cost of capital, the record

i.ndicates that, as of June 30, 1992, the embedded- cost of long-term
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utilized by each of the cost of capital witnesses. The specific

capital structure which the Commission adopts for use in this

proceeding is depicted in the following table:

TABLE B

CAPITALIZATION - PER BOOKS

June 30, 1992

Amount

(thousands)

$

Ratio

Long-Term Debt.
Preferred Stock

Common Equity

1,256,549 35.59%

13,794 .39

2,260,763 64.02

TOTAL 3,531,106 100.00%

Consumer Advocate witness Legler expressed concern over the

proportion of common equity in the capital structure and suggested

that capping the equity ratio at 60% may be appropriate. Dr.

Legler recommended that the Commission review the reasonableness of

the proposed capital structure in future cases if the equity ratio

continues to increase. The Commission will review the

reasonableness of the proposed capital structure in future cases.

The capitalization displayed in Table B reflects the actual

consolidated capital structure of United Telephone System as of

June 30, 1992, which the Commission finds fair and reasonable for

ratemaking purposes in this proceeding. The capitalization and

associated ratios have been utilized in the determination of a fair

[ate of return fox the Company's operations.

In regard to the issue of cost of capital, the record

indicates that, as of june 3'0, 19g'2'' th_'embed'd'e'd_ cost of long-term
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debt for the United Telephone System was 8.90':. The record also

indicates that as of June 30, 1992, the embedded cost of preferred

stock for the United Telephone System was 6.79':. The capital

structure and embedded cost data for. June 30, 1992, is the most

recent Commission St.aff audited data available. Accordingly, the

Commission concludes that the embedded cost. of long-term debt, of

8.90': and the embedded cost of preferred stock of 6.79-: should be

used in its determination of the cost of capital.
One of the principal issues i, n any ratemaking det'ermination

involves the proper. earnings to be allowed on the common equity

investment of the regulated utility. In this proceeding, the

Commission was offered the expert. testimony of three witnesses

relating to the fair and reasonable rate of return on common equity

for the Company. These financial expert. s pr'esented detailed

explanations of a number of methodological approaches to the

determination of the cost of equity capi. tal.
The Commission's analysis of the evidence regarding the

appropriate return on equity in thi. s case must be guided by the

constitutional principles set forth by the Supreme Court of the

United Stat, es i. n Bluefield Water Works and Improvement Co. v.

Public Service Commission of West Virginia, supra, and Federal

Power. Commission v. Hope Natural Gas Com any, supra. These tests
can be summarized as follows:

The allowed return on common equity should be the
same as that earned on other investments of
comparable risk.
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stock for the United Telephone System was 6.79%. The capital
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8.90% and the embedded cost of prefer[ed stock of 6.79% should be

used in its determination of the cost of capita].

One of the principal issues in any ratemaking determination

involves the proper earnings to be allowed on the common equity

investment of the regulated utility. In this proceeding, the

Commission was offered the expert testimony of three witnesses

relating to the fair and reasonable rate of return on common equity

for the Company. These financial experts presented detailed

explanations of a number of methodological approaches to the

determination of the cost of equity capital.

The Commission's analysis of the evidence regarding the

appropriate return on equity in this case must be guided by the

constitutional principles set forth by the Supreme Court of the

United States in Bluefield Water works and Improvement Co. v.

Public Service Commission of West Virginia, supra, and Federal

Power Commission v. Hope Natural Gas Company, supra. These tests

can be summarized as follows:

i. The allowed return on common equity should be the

same as that earned on other investments of

comparable risk.
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2. Utiliti. es have no constitutional right to profits
realized by more speculat. ive ventures.

3. The allowed return should be sufficient to maintain
the ut. ility's credi. t standi. ng and enable it. to
raise necessary capital.
A reasonable return may vary over time reflecting
changing economic conditions.

While the Commission adheres to no particular theory or

methodology for the determinati. on of a fair rate of return on

common equity, it does test. the various recommendat, ions before it
against these constitutional standards to determine the

reasonableness of the approaches proposed by the vari ous parties.
With these legal standards in mind, the Commission i. s able to

fulfill its function of engaging in a careful analysis of the

abstract theories before it for application in a practical context.

The Commission must appraise the opinions of the expert

fi.nancial witnesses as to the expect. at. ions of investors and the

opportunity costs of equity capital in conjunction with the

tangible facts of the entire record of the proceeding, including

the observable financial conditions of the Company. In its
determination of a fair and reasonable rate of retur'n, the

Commission maintains the ultimate responsibi. lity of setting the

rates to be charged for the telephone services provided by the

Company in South Carolina. The exerci. se of that responsibility

involves the balancing of the i.nterests of the subscriber and of

the investor.

The cost of equity analyses performed by each witness were

very similar. In particular, each witness utilized a Discounted
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2. Utilities have no constitutional right to profits
realized by more speculative ventures.

3. The allowed return should be sufficient to maintain
the utility's credit standing and enable it to

raise necessary capital.

4. A reasonable return may vary over time reflecting

changing economic conditions.

While the Commission adheres to no particular theory or

methodology for the determination of a fair rate of return on

common equity, it does test the various recommendations before it

against these constitutional standards to determine the

reasonableness of the approaches proposed by the various parties.

With these legal standards in mind, the Commission is able to

fulfill its function of engaging in a careful analysis of the

abstract theories before it for application in a practical context.

The Commission must appraise the opinions of the expert

financial witnesses as to the expectations of investors and the

opportunity costs of equity capital in conjunction with the

tangible facts of the entire record of the proceeding, including

the observable financial conditions of the Company. In its

determination of a fair and reasonable rate of return, the

Commission maintains the ultimate responsibility of setting the

rates to be charged for the telephone services provided by the

Company in South Carolina. The exercise of that responsibility

involves the balancing of the interests of the subscriber and of

the investor.

The cost of equity analyses performed by each witness were

.... very similar. In particular, each witness utilized a Discounted ........
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Cash Flow (DCF) method and the Capital Asset Pricing Nodel (CAPN)

and applied each method to at. least one comparison group of

telecommunications companies.

Company witness, Nr. John D. Quackenbush, recommended a 13.75':

rate of return on common equity. His DCF analysis produced returns

on equity for industrial companies in his comparison group ranging

from a low of 11.64% to a high of 14.10':. The average return for

his comparison group was 12.51':. His CAPN analysis produced a

return on common equity for his comparison group of 14.71'-o.

Witness Quackenbush included a stock issuance cost adjustment. of 24

basis poln'ts in his recommendation.

Consumer Advocate witness, Dr. John B. Legler, recommended a

return on common equity of 11.75':. Dr. Legler's DCF analysis

produced returns on equity for his compari. son group companies

rangi. ng from a low of 7.41-: to a high of 16.40':. The average

return for his comparison group r. anged between 9.89': and 12.10:.
His CAPN analysis produced returns on equity between 11.99': and

13.23':. Witness Legler did not. include a stock issuance cost

adjustment in his recommendat. ion.

Staff witness, Dr. James E. Spear. 'man, recommended a return on

common equity in the range of 12.00-: to 12.50-:. His DCF analysis

produced returns on equity for individual companies in his

comparison group ranging from a low of 8. 36'-. to a high of 16.64'-. .

The aver'age return for his comparison group ranged between 10.67':

and 13.69':. His CAPN analysis produced average returns on equity

in the range of 11.64: to 12.90:. Witness Spearman did not include
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Cash Flow (DCF) method and the Capital Asset Pricing Model (CAPM)

and applied each method to at least, one comparison group of

telecommunications companies.

Company witness, Mr. John D. Quackenbush, recommended a 13.75%

rate of return on common equity. His DCF analysis produced returns

on equity for industrial companies in his comparison group ranging

from a low of 11.64% to a high of 14.10%. The average return for

his comparison group was 12.51%. His CAPManalysis produced a
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Witness Quackenbush included a stock issuance cost adjustment of 24

basis points in his recommendation.

Consumer Advocate witness, Dr. John B. Legler, recommended a

return on common equity of 11.75%. Dr. Legler's DCF analysis
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ranging from a low of 7.41% to a high of 16.40%. The average

return fox his comparison group ranged between 9.89% and 12.10%.

His CAPManalysis produced returns on equity between 11.99% and

13.23%. Witness Legler did not include a stock issuance cost

adjustment in his recommendation.

Staff witness, Dr. James E. Spearman, recommended a return on

common equity in the range of 12.00% to 12.50%. His DCF analysis

produced returns on equity for individual companies in his

comparison group ranging from a low of 8.36% to a high of 16.64%.

The average return for his comparison group ranged between 10.67%

and 13.69%. His CAPM analysis produced average returns on equity

...........................in the range of 11,64% to 12,90%.
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a stock issuance adjustment. in his recommendat. ion.

After full considerat, ion of the opinions of the expert

witnesses and after balancing the interests of the Company and the

investor, the Commission finds that a fair and reasonable rate of

return on common equity for the Company's operations in South

Carolina is 12.50':, which is within the recommended range of

witness Spearman and within the computed ranges, although not the

recommended ranges, of both witnesses Quackenbush and kegler.

Because the Company has not recently issued nor does it. intend to

issue common stock in the near future, no stock issuance cost

adjustment is necessary.

The ratemaking process requires a deter'minat. ion of the overall

rate of return which the utility should be allowed the opportuni. ty

to earn. This Commission has utilized the following definition of

"rate of return" in pr'evious decisions, and cont.inues to do so in

this proceeding:

For regulatory purposes, the rate of return is the
amount of money earned by a regulated company, over. and
above operating costs, expressed as a percentage of the
rate base. In other words, the rate of return includes
interest on long-term debt, dividends on preferred
stock, and earnings on common stock and surplus. As
Garfield and Lovejoy have put it 'the return is that
money earned from operations which is available for
distribution among the various classes of contributors
of money capital. In the case of common stockholders,
part of their share may be retained as surplus. '

Phillips, The Economics of ~eceulstion, pp. 260-261
(1969).
The amount of dollars permitted to be earned by the Company

. through the operation of its rate structure depends upon the
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a stock issuance adjustment in his recommendation.

After full consideration of the opinions of the expert

witnesses and after balancing the interests of the Company and the

investor, the Commission finds that a fair and reasonable rate of

return on common equity for the Company's operations in South

Carolina is 12.50%, which is within the recommended range of

witness Spearman and within the computed ranges, although not the

recommended ranges, of both witnesses Quackenbush and Legler.

Because the Company has not recently issued nor does it intend to

issue common stock in the near future, no stock issuance cost

adjustment is necessary.

The ratemaking process requires a determination of the overall

Kate of return which the utility should be allowed the opportunity

to earn. This Commission has utilized the following definition of

"rate of return" in previous decisions, and continues to do so in

this proceeding:

For regulatory purposes, the rate of return is the

amount of money earned by a regulated company, over and

above operating costs, expressed as a percentage of the

rate base. In other words, the rate of return includes

interest on long-term debt, dividends on preferred

stock, and earnings on common stock and surplus. As

Garfield and Lovejoy have put it 'the return is that

money earned from operations which is available for

distribution among the various classes of contributors

of money capital. In the case of common stockholders,

part of their share may be retained as surplus.'

Phillips, The Economics of Regulation, pp. 260-261

(1969).

The amount of dollars permitted to be earned by the Company
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jurisdictional rate base and the allowed rate of return on the rate

base. Although the determination of the return on common equity

provides the necessary component fr'om which the rate of return on

rate base can be derived, the overall rate of return, too, as set

by this Commission, must be fai. r and reasonable.

The United States Supreme Court, in the decision of Bluefield

Water Works and Improvement Co. v. Public Service Commission of

West Virginia, ~su ra, delineated genera. l guidelines for determining

the fair rate of return in utility regulation. In the Bluefield

decision, the Court stated:

What. annual rate will constitute just compensation
depends upon many ci. r'cumstances and must be determined
by the exercise of a fair and enlightened judgment,
having regard to all the same general part of the
country on investments in other business undertakings
which are attended by corresponding risk to profits such
as are realized or. anticipated in highly profitable
enterprises or speculat. ive ventures. The return should
be reasonably sufficient to assure confidence in the
financial soundness of the utility and should be adequte
under. efficient. and economical management, to maintain
and support it. s credit and enable it to raise the money
necessary for the proper discharge of its public duties.
A rate of return may be reasonable at one time, and
become too high or too low by changes affecting
opportunities for investment, the money market, and
business generally.

262 U. S. pp. 692-693.

During the following years, the Supreme Court. refined those

precepts, and, in the landmark Hope decision, the Court restated

its views:

We held in Federal Power Commission v. Natural Pi eline
Gas Co. . . .that the Commission was not bound to the use
of any single formula or combination of formulae in
determining its rates. Its ratemaking function,
moveover involves the making of -'pragmatic adjustments'
{cite omitted). . . . Under the statutory st.andard of 'just
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jurisdictional rate base and the allowed rate of return on the rate

base. Although the determination of the return on common equity

provides the necessary component from which the rate of return on

rate base can be derived, the overall rate of return, too, as set

by this Commission, must be fair and reasonable.

The United States Supreme Court, in the decision of Bluefield

Water Works and Improvement Co. v. Public Service Commission of

West Virginia, sup_____ra,delineated general guidelines for determining

the fair rate of return in utility regulation. In the Bluefield

decision, the Court stated:

What. annual rate will constitute just compensation

depends upon many circumstances and must be determined

by the exercise of a fair and enlightened judgment,

having regard to all the same general part of the

country on investments in other business undertakings
which are attended by corresponding risk to profits such

as are realized or anticipated in highly profitable

enterprises or speculative ventures. The return should

be reasonably sufficient to assure confidence in the

financial soundness of the utility and should be adequte

under efficient and economical management, to maintain

and support its credit and enable it to raise the money

necessary for the proper discharge of its public duties.

A rate of return may be reasonable at one time, and

become too high or too low by changes affecting

opportunities for investment, the money market, and

business generally.

262 U.S. pp. 692-693.

During the following years, the Supreme Court refined those

precepts, and, in the landmark H__ope decision, the Court restated

its views:

We

Gas

of

held in Federal Power Commission v. Natural Pipeline

Co .... that the Commission was not bound to the use

any single formula or combination of formulae in

(cite omitted) .... Under the statutory standard of 'just
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and reasonable' i. t is the result reached, not the method
employed which is controlling (cites omitted). . . .
The ratemaking process under the Act, i.e. , the fixing
of 'just and reasonable' rates involves a balancing of
the i.nvestor and the consumer interest. s. Thus we stated
in the Natural Gas Pipeline Co. case, that regulation
does not. insure that the business shall produce net
revenues. (cite omitted) But such consideration aside,
the investor interest has a legitimate concern with the
financial integrity of the company whose rates are being
regulated. From the invest. or or company point of view
it is important that there be enough revenue not only
for operating expenses but also for the capital costs of
the business. These include service on the debt and
dividends on the stock. (cite omitted). By that
standard the return to the equity owner should be
commensurate with returns on investments in other
enterprises having corresponding risks. That return,
moreover, should be suffici. ent. to assure confidence in
the financial integrity of that enterprise, so as to
maintain its credit and to attract capital.
320 U. S. pp. 602-603.

The vitality of these decisions has not been eroded, as

indicated by the language of the more recent decision of the

Supreme Court in In Re: Permian Basin Area Rate Cases, ~su ra.
This Commission has consist. ently operated within the guidelines set

for'th in the Hope decision.

The rate of return which the Commission has herein found to be

fair and reasonable should enable the Company to maintain and

enhance its position in the capi. tal markets. Patently, however,

the Company must insure that, its operating and maintenance expenses

remain at the lowest level consistent with reliable service and

exercise appropriate managerial eff. ici.ency in all phases of its
operations.

The Commission has found that the capitalization ratios for
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and reasonable' it is the result reached, not the method

employed which is controlling (cites omitted) ....

The ratemaking process under the Act, i.e., the fixing
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does not insure that the business shall produce net
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The vitality of these decisions has not been eroded, as

indicated by the language of the more recent decision of the

Supreme Court in In Re: Permian Basin Area Rate Cases, supra.

This Commission has consistently operated within the guidelines set

forth in the Hope decision.

The rate of return which the Commission has herein found to be

fair and reasonable should enable the Company to maintain and

enhance its position in the capital markets. Patently, however,

the Company must insure that its operating and maintenance expenses

remain at the lowest level consistent with reliable service and

exercise appropriate managerial efficiency in all phases of its

operations.

....... The Commission has found that th e capitalization rati0S for
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consolidated United Telephone System as of June 30, 1992, are

appropriate and should be used for ratemaking purposes i. n the

instant proceeding. Likewi. se, the Commission has found that the

embedded cost rates for long-term debt and for preferred stock of

8.90': and 6.79':, respectively, should be uti. lized in the

determination of a fair overall rate of return. For the purpose of

this proceeding, the Commission has found the proper cost rate for

the Company's common equity capital to be 12.50-:.

Using these findings, the overall fair rate of return on the

Company's South Car. olina intrastate rate base may be deri. ved as

computed in the following table:

TABLE C

OUERALL HATE OF RETURN

RATIO
ENBEDDED
COST/'RETURN

OVERALL
COST/'RATE

Long-Term Debt
Preferred Stock
Common Equity

35.59:
0. 39':

64. 02:

8.90'o
6.79'o

12.50':

3 ~ 17 o

0.03':
8. 00'-o

TOTAL 100.00': 11.20'-o

U.

EARNINGS SHARING PLAN

Based upon the Commission's determination of an appropriate

rate of return on equity for: United and the Commission's earlier

finding that United may avail itself of incentive regulation

subject to the restr. ictions enunciated her. ein, the Commission must

set the earnings par'ameters of the earnings sharing plan. In Order

sos. 90-849 and 90-1009, ~su ra, the Commission set forth the
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consolidated United Telephone System as of June 30, 1992, are

appropriate and should be used for ratemaking purposes in the

instant proceeding. Likewise, the Commission has found that the

embedded cost rates for long-term debt and fox preferred stock of

8.90% and 6.79%, respectively, should be utilized in the

determination of a fair overall rate of return. Fox the purpose of

this proceeding, the Commission has found the proper cost rate fox'

the Company's common equity capital to be 12.50%.

Using these findings, the overall fair rate of return on the

Company's South Carolina intrastate rate base may be derived as

computed in the following table:

TABLE C

Long-Term Debt
Preferred Stock

Common Equity

OVERALL RATE OF RETURN

EMBEDDED

RATIO COST/RETURN

OVERALL

COST/RATE

35.59% 8.90% 3.17%

0.39% 6.79% 0.03%

64.02% 12.50% 8.00%

TOTAL 100.00%
11.20%

V.

EARNINGS SHARING PLAN

Based upon the Commission's determination of an appropriate

rate of return on equity fox United and the Commission's earlier

finding that United may avail itself of incentive regulation

subject to the restrictions enunciated herein, the Commission must

set the earnings parameters of the earnings sharing plan. In Order
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requirements under the generic incentive regulation plan. Now that

United has asked for incentive treatment, it must submit to the

earnings parameters, guidelines, and requi. rements set forth herein.

Otherwise, United will be afforded regul. atory t. reatment under the

traditional rate of return on rate base methodology.

Order No. 90-849 set out an earnings shari. ng plan that set a

benchmark rate of return, a floor, a threshold, and a cei. ling. This

proceeding was for the purpose of establishing the benchmark. The

Commission finds that. based upon its finding that 12.50: return on

equity is fair and reasonable, the benchmark rate of return will be

appropriately set at 12.50':. This is consistent with the

Commission's determination .in Order No. 90-849 which found that the

Commission would set the benchmark returns on return on equity or

return on rate base, as appropriate. Since the Commission has

t.raditionally regulated United using a return on equity approach,

it is appropriate to set the benchmark return on a return on equity

basis. Based on the further requirements of Order No. 90-849, the

floor will be set at 11.50':, the threshold at, 13.50'-o and the

ceiling at 16.00;.
The plan approved by the Commission would establish a range of

returns on equity as follows:
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Otherwise, United will be afforded regulatory treatment under the

traditional rate of return on rate base methodology.

Order No. 90-849 set out an earnings sharing plan that set a

benchmark rate of return, a floor, a threshold, and a ceiling. This
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Ceiling 16.00'-.

50-50 Sharing

Threshold 13 50':

Company Retains

Benchmark. . . . . . . . . . . . . . . . . 12 50':

Company Absorbs

loor' ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~F . . . . . . . . .11.50'-o

Under the incentive plan, the Company may retain all earnings

up to a threshold of 100 basis points above the benchmark

return on equity. Thus, United may retain all earni. ngs between the

benchmark r. eturn of 12.500 and the threshold return of 13.50':.

Earnings up to a ceili. ng of 250 basis points above the threshold

will be shared equally (50/'50) between the Company and the

ratepayers. Therefore, United will share equally with the

ratepayers any earnings between the 13.50': threshold return and the

16.00': ceiling return. All earnings in excess of the 16.00':

ceiling return on equity will be refunded to the ratepayers. The

Company may file for a rate increase only if i. ts return on equity

falls below a floor return of 100 basis points below the benchmark

return. Thus, United may file for a rate increase only if its
return on equity falls below 11.50':.

Ef earnings over the benchmark are not as a result of

increased efficiencies or productivity, the Company is not entitled

to keep those additi. anal earn. ings. Ni tness Nalsh put forth the

options available to the Commission if, after the twelve month
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Ceiling .............................. 16.00%

50-50 Sharing

Threshold ............................ 13.50%

Company Retains

Benchmark ............................ 12.50%

Company Absorbs

Floor ................................ 11.50%

Under the incentive plan, the Company may retain all earnings

up to a threshold of 100 basis points above the benchmark

return on equity. Thus, United may retain all earnings between the

benchmark return of 12.50% and the threshold return of 13.50%.

Earnings up to a ceiling of 250 basis points above the threshold

will be shared equally (50/50) between the Company and the

ratepayers. Therefore, United will share equally with the

ratepayers any earnings between the 13.50% threshold return and the

16.00% ceiling return. All earnings in excess of the 16.00%

ceiling return on equity will be refunded to the ratepayers. The

Company may file for a rate increase only if its return on equity

falls below a floor return of i00 basis points below the benchmark

return. Thus, United may file for a [ate increase only if its

return on equity falls below 11.50%.

If earnings over the benchmark are not as a result of

increased efficiencies or productivity, the Company is not entitled

to keep those additional earnings, witness Walsh put forth the

options available to the Commission if, after the twelve month
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review, Unit. ed's additional earnings are not because of increased

effir. iencies or productivity:

If the Commission determines that United had not made a
sufficient, showing of improved or increased efficienci. es
or productivity, then t.he Commission could consider two
rourses of artion. Fi. rst, the Commission rould require,
under this proposal, that the Company refund to its
ratepayers all earnings in excess of the approved
benchmark, with interest. The rate of interest would be
determined by the average treasury bill during the 12
month period under review. Second, the Commission could
then have the ability, as provided in Order No. 90-1009,
issued October 19, 1990, in Docket No. 90-266-C to take
United out from under incentive regulation if improved
effiriencies or productivity are not shown.

(TR. Vol. 2, p. 178, line 17 — p. 179, line 6. )

In the event the Commission's twelve month review reveals that

any additional earnings are not as a result of increased

efficiencies or productivity, the Commission has determined that it
will adopt the rerommendations of witness Walsh, as outlined above.

This is consistent with our intent of incentive regulation.

Having clarified how earnings should be distributed, it is
encumbent upon the Commission to establish the guidelines necessary

to review the earnings of United so that it may be determined

whether or not any earnings above the benchmark are the result. of

the Company's increased efficiencies and productivity. The

Commission Staff, through the testimony of witness Walsh, proposed

certain efficiency guidelines. According to witness Walsh,

ftJhese efficiency guidelines would provide the
Commission with 12 months of data filed on an annual
basis for specific revenue, expense and investment
categories, as well as quality of service and financial
information. Staff proposes at the end of the initial
year under incentive regulation that the guideline data
be filed comparing the 12 month period prior to
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review, United's additional earnings are not because of increased

efficiencies or productivity:

If the Commission determines that United had not made a

sufficient showing of improved or increased efficiencies

or productivity, then the Commission could consider two
courses of action. First, the Commission could require,

under this proposal, that the Company refund to its

ratepayers all earnings in excess of the approved

benchmark, with interest. The rate of interest would be

determined by the average treasury bill during the 12

month period under review. Second, the Commission could
then have the ability, as provided in Order No. 90-1009,

issued October ].9, 1990, in Docket No. 90-266-C to take

United out from under incentive regulation if improved

efficiencies or productivity are not shown.

(TR. Vol. 2, p. 178, line 17 - p. 179, line 6.)

In the event the Commission's twelve month review reveals that

any additional earnings are not as a result of increased

efficiencies or productivity, the Commission has determined that it

will adopt the recommendations of witness Walsh, as outlined above.

This is consistent with our intent of incentive regulation.

Having clarified how earnings should be distributed, it is

encumbent upon the Commission to establish the guidelines necessary

to review the earnings of United so that it may be determined

whether or not any earnings above the benchmark are the result of

the Company's increased efficiencies and productivity. The

Commission Staff, through the testimony of witness Walsh, proposed

certain efficiency guidelines. According to witness Walsh,

[t]hese efficiency guidelines would provide the

Commission with 12 months of data filed on an annual

basis fox specific revenue, expense and investment

categories, as well as quality of service and financial

information. Staff proposes at the end of the initial

year under incentive regulation that the guideline data

be filed comparing the 12 month period prior to
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incentive regulation with the 12 month per. iod under
incentive regulation. In subsequent years, Staff would
recommend a comparison be filed for the 12 month period
prior to incentive regulat. ion and for each 12 month
period under incentive regulation. These comparisons
will enable the Commission to review these results
concerning trends which have developed since the
inception of incentive regulation.

(TR. , Vol. 2, p. 172, line 24 — p. 173, line 14. )

The guidelines proposed by Staff included (1) operating

expenses on a cost. per access line basis, (2) the ratio between

plant specifi, c expenses and the respective plant specific asset

category, (3) the ratio between plant nonspecific expenses and

total plant in ser'vice, (4) uncollecti. ble revenue on an

uncollectible revenue per access line basis, (5) quality of service

comparisons, (6) capital structure comparison, (7) comparison of

embedded cost rates and market rates of recent debt issues and

current bond ratings, (8) cash flow statement, and (9) United's

progress in converting from electromechanical switching to digital

switching as provided i.n it. s response to Staff Data Request Item

Number 36.

Staff recommended that

[i]f adopted, the Commission will review United's filing
on an annual basis. If, in the Commission's opinion,
the Company has made a sufficient showing of improved or
increased efficiencies or productivity, the Company
would be allowed to continue to operate under i.ncentive
regulation. If so, under the plan approved by Order No.
90-849 in Docket No. 90-266-C, dated September 5, 1990,
the Company may r'etain additional earnings up to [a
threshold of] 100 basis points above the Commission
approved benchmark and would share earnings on a 50/50
basis up to 250 basis points above the threshold.

(TR. Vol. 2, p. 178, lines 5-17)

DOCKETNO. 92-271-C - ORDERNO. 92-1060
JANUARY 29, 1993
PAGE 49

incentive regulation with the 12 month period under
incentive regulation. In subsequent years, Staff would
recommend a comparison be filed for the 12 month period
prior to incentive regulation and for each 12 month
period under incentive regulation. These comparisons
will enable the Commission to review these results
concerning trends which have developed since the
inception of incentive regulation.

(TR., Vol. 2, p. 172, line 24 - p. 173, line 14.)

The guidelines proposed by Staff included (i) operating

expenses on a cost. per access line basis, (2) the ratio between

plant specific expenses and the respective plant specific asset

category, (3) the ratio between plant, nonspecific expenses and

total plant in service, (4) uncollectible revenue on an

uncollectible revenue per access line basis, (5) quality of service

comparisons, (6) capital structure comparison, (7) comparison of

embedded cost rates and market rates of recent debt issues and

current bond ratings, (8) cash flow statement, and (9) United's

progress in converting from electromechanical switching to digital

switching as provided in its response to Staff Data Request Item

Number 36.

Staff recommended that

[i]f adopted, the Commission will review united's filing

on an annual basis. If, in the Commission's opinion,

the Company has made a sufficient showing of improved or

increased efficiencies or productivity, the Company

would be allowed to continue to operate under incentive

regulation. If so, under the plan approved by Order No.
90-849 in Docket No. 90-266-C, dated September 5, 1990,

the Company may retain additional earnings up to [a

threshold of] i00 basis points above the Commission

approved benchmark and would share earnings on a 50/50

basis up to 250 basis points above the threshold.

(TR. Vol. 2, p. 178, lines 5-17).
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Consumer Advocate witness Buckalew t.estified that the

Commission should require United to make additional filings.
Specifically, Nr. Buckalew testified that United should be required

to file an annual embedded direct cost analysis for major service

categories; that United not price any service below its marginal

cost; that Unit. ed present a list with suppor, ting documentation of

its services which are subject to the competitive market; that

United submit a total factor productivity study on an annual basis

similar to the plan implement. ed i. n Georgia; and that the 50': of the

"sharings" of earni. ngs between the threshold and the ceiling going

to the ratepayer. s should be appl. ied towards additional investment

in technology rather than by i. ssuing refunds. Finally, Nr. Buckalew

recommended that the incentive plan should exclude exogenous

factors from the plan which have more than a. 10 basis point impact

on the overall rate of return.

AT&T witness Nertz testified that if the situation of

"sharings" of earnings develop (i.e. between the threshold and the

ceiling), United should be required to identify rate decreases for

intrastate access charges as a pri. ority. Nr. Mertz explained that

this form of reduction is "critical if South Carolina customers are

to enjoy the benefits that lower cost toll services bring. " (TR. ,

Vol. 2, p. 94, lines 14-15).
The Commission has consider'ed the recommendations of the

parties and has determined that Staff's guidelines, as proposed,

should be utilized by the Commission in evaluating United's

performance under the earnings sharing plan. As determined
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Consumer Advocate witness Buckalew testified that the

Commission should require United to make additional filings.

Specifically, Mr. Buckalew testified that United should be required

to file an annual embedded direct cost analysis for major service

categories; that United not price any service below its marginal

cost; that United present a list with supporting documentation of

its services which are subject to the competitive market; that

United submit a total factor productivity study on an annual basis

similar to the plan implemented in Georgia; and that the 50% of the

"sharings" of earnings between the threshold and the ceiling going

to the ratepayers should be applied towards additional investment

in technology rather than by issuing refunds. Finally, Mr. Buckalew

recommended that the incentive plan should exclude exogenous

factors from the plan which have more than a i0 basis point impact

on the overall rate of return.

AT&T witness Mertz testified that if the situation of

"sharings" of earnings develop (i.e. between the threshold and the

ceiling), United should be required to identify rate decreases for

intrastate access charges as a priority. Mr. Mertz explained that

this form of reduction is "critical if South Carolina customer's are

to enjoy the benefits that lower cost toll services bring." (TR.,

Vol. 2, p. 94, lines 14-15).

The Commission has considered the recommendations of the

parties and has determined that Staff's guidelines, as proposed,

should be utilized by the Commission in evaluating United's

performance under the earnings sharing plan. As determined
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earlier, exogenous factors will be excluded when the Commission

reviews a company's performance under incentive regulation.

Consequently, the Commissi. on adopts the nine (9) productivity

guidelines recommended by the Staff. In addition, the Commission

concludes that the embedded di. rect cost analysis r:equirement.

recommended by the Consumer Advocate should also be approved. The

Commission finds that this analysis will aid in the determination

of whether or. not there is any cross subsidization as a result of

the Company's operations under an earnings sharing plan. The

guidelines adopted herein are attached heret. o as Appendix A.

The Commission, however, concludes that United should not be

required to present a list. wi th supporting documentation of its
services which are subject to the competitive market. As noted

earlier in this Order, in its generic proceeding addressing the

concept of incentive regulation, the Commission found that every

LEC is affected by competit. ion. Further, the Commission has found

that in this proceeding United has establi. shed the impact of

competition on its operations.

The Commission denies the Consumer Advocate's request that

United submit a total factor. pr. oductivity (TFP) study on an annual

basis similar to the plan implemented in Georgia. At this time,

insufficient information is available to the Commission to make an

appr'opriate judgment as to the usefulness of a TFP study. The

Commission finds, however, that the Staff should monitor the

progress of the plan in Georgia for future Commission

cons1deration.
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earlier, exogenous factors will be excluded when the Commission

reviews a company's performance under incentive regulation.

Consequently, the Commission adopts the nine (9) productivity

guidelines recommended by the Staff. In addition, the Commission

concludes that the embedded direct cost analysis requirement

recommended by the Consumer Advocate should also be approved. The

Commission finds that this analysis will aid in the determination

of whether or not there is any cross subsidization as a result of

the Company's operations under an earnings sharing plan. The

guidelines adopted herein are attached hereto as Appendix A.

The Commission, however, concludes that united should not be

required to present a list with supporting documentation of its

services which are subject to the competitive market. As noted

earlier in this Order, in its generic proceeding addressing the

concept of incentive regulation, the Commission found that every

LEC is affected by competition. Further, the Commission has found

that in this proceeding United has established the impact of

competition on its operations.

The Commission denies the Consumer Advocate's request that

United submit a total factor productivity (TFP) study on an annual

basis similar to the plan implemented in Georgia. At this time,

insufficient information is available to the Commission to make an

appropriate judgment as to the usefulness of a TFP study. The

Commission finds, however, that the Staff should monitor the

progress of the plan in Georgia for future Commission

........ consideration.
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Further, the Commission deni, es the Consumer Advocate's

recommendation that. Unit, ed be prohibited from pricing any service

below its marginal cost. This Commission does not set rates based

on a service's particular cost. Therefore, the Consumer Advocate's

request concerning margi. nal cost pricing does not reflect current

Commission pricing policy and should be denied.

The Commission has considered the parties' proposals regarding

the various ways United could implement the sharing mechanism if
additional earnings above the threshold ar. e experienced after

twelve months under the plan. The Commi, ssion notes there are

merits to each of the suggestions. However, the Commission has

determined that it will not make a decision at this time as to how

any shared earnings will be treated in the future. The Commissi. on

is of the opinion that the level of earnings available to be shared

is an important factor i.n considering how those dollars should be

treated. Additionally, r. atepayer needs, economic condi. tions,

technological needs, and governmental requirements existi. ng at the

ti.me of review would certai. nly impact any sharing decision.

Therefore, the Commission will decide how earnings will be shared

on an "after the fact" basis, giving due r. egard to the conditions

existing at the time the earnings are reviewed.

Upon Commission approval of its filing to reduce i. ts earnings

to 12.50':, Uni. ted will begin under. this incentive regulation plan

effective January 1, 1993.
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Further, the Commission denies the Consumer Advocate's

recommendation that United be prohibited from pricing any service

below its marginal cost. This Commission does not set rates based

on a service's particular cost. Therefore, the Consumer Advocate's

request concerning marginal cost pricing does not reflect current

Commission pricing policy and should be denied.

The Commission has considered the parties' proposals regarding

the various ways United could implement the sharing mechanism if

additional earnings above the threshold are experienced after

twelve months under the plan. The Commission notes there are

merits to each of the suggestions. However, the Commission has

determined that it will not make a decision at this time as to how

any shared earnings will be treated in the future. The Commission

is of the opinion that the level of earnings available to be shared

is an important factor in considering how those dollars should be

treated. Additionally, ratepayer needs, economic conditions,

technological needs, and governmental requirements existing at the

time of review would certainly impact any sharing decision.

Therefore, the Commission will decide how earnings will be shared

on an "after the fact" basis, giving due regard to the conditions

existing at the time the earnings are reviewed.

Upon Commission approval of its filing to reduce its earnings

to 12.50%, United will begin under this incentive regulation plan

effective January i, 1993.
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VIII.
EARNINGS ABOVE BENCHMARK

After establishing the benchmark rate of return of 12.50':, the

Commission has reviewed the earni. ngs of the Company. Based on the

Company's approved capital structure, embedded cost of debt as of

June 30, 1992, and adjustments made to rate base, the Commission

has determined that the Company's test year return on equity is
13.78':. The Commission finds that United should reduce its
earnings down to the benchmark of 12.50':. Before its incentive

regulation plan becomes effective, United should make an

appropriate filing for the Commission's approval to reduce its
earnings to the benchmark. This would require a revenue reduction

of $650, 316 by United. The Commission will require that the filing

be noticed to the public, and the filing will be reviewed to

determine the appropriate reduction i. n the Company's revenues.

Upon Commission approval of its filing to reduce its earnings to

12.50':, United will begin under this incentive regulation plan

effective January 1, 1993.

FINDINGS OF FACT

1. The Company is a corporati. on authorized to conduct a

public utility business in the State of South Carolina. The Company

is a wholly-owned subsidiary of Sprint Corporation.

2. The Company's present rates and charges were approved by

Order No. 91-362, dated Nay 28, 1991, in Docket No. 89-229-C.

3. The Company owns and operates exchanges and lines
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VIII.

EARNINGS ABOVE BENCHMARK

After establishing the benchmark rate of return of 12.50%, the

Commission has reviewed the earnings of the Company. Based on the

Company's approved capital structure, embedded cost of debt as of

June 30, 1992, and adjustments made to rate base, the Commission

has determined that the Company's test year return on equity is

13.78%. The Commission finds that United should reduce its

earnings down to the benchmark of 12.50%. Before its incentive

regulation plan becomes effective, United should make an

appropriate filing for the Commission's approval to reduce its

earnings to the benchmark. This would require a revenue reduction

of $650,316 by United. The Commission will require that the filing

be noticed to the public, and the filing will be reviewed to

determine the appropriate [eduction in the Company's revenues.

Upon Commission approval of its filing to reduce its earnings to

12.50%, united will begin under this incentive regulation plan

effective January i, 1993.

IX.

FINDINGS OF FACT

i. The Company is a corporation authorized to conduct a

public utility business in the State of South Carolina. The Company

is a wholly-owned subsidiary of Sprint Corporation.

2. The Company's present rates and charges were approved by

Order No. 91-362, dated May 28, 1991, in Docket No. 89-229-C.

.... 3. The Company owns and operates eXchanges and lines .......
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providing local exchange and intraLATA toll telephone service to

access lines .located throughout. South Carolina.

4. The appropriate test period for the purposes of this

proceeding is the twelve-month period endi. ng December .31, 1991.

5. By its application, the Company is seeking to avail

itself of incentive regulation by establishing a benchmark rate of

return of 13.75': and is not seeking an increase in it. s rates and

charges.

6. The appropriate operating revenues for the Company for

the test year under the present rates and after accounting and pro

forma adjustments are $34, 501, 546.

7. The appropriate operating expenses for the Company's

intrastate telephone operations for the test year under its present

rates and after account. ing and pr. o forma adjustments are

$28, 581, 599.

8. The Company's appropriate level of net operating income

for return after accounting and pr'o forma adjustments is

86, 025, 095.

9. A year-end, original cost, South Carolina intrastate rate

base of $50, 131,691 consisting of the components set forth in

Table A of this Order, should be adopt. ed.

10. The capital structur'e utilized by the Commi. ssion in this

proceeding for its determi. nat. ion of the Company's proper level of

return on common equity is the consolidated capital structure of

United Telephone System as of June 30, 1992.

11. That as of June 30, 1992, Staff's embedded cost rates of

DOCKETNO. 92-271-C - ORDERNO. 92-1060
JANUARY 29, 1993
PAGE 54

providing local exchange and intraLATA toll telephone service to

access lines located throughout South Carolina.

4. The appropriate test period for the purposes of this

proceeding is the twelve-month period ending December 31, 1991.

5. By its application, the Company is seeking to avail

itself of incentive regulation by establishing a benchmark rate of

return of 13.75% and is not seeking an increase in its rates and

charges.

6. The appropriate operating revenues for the Company for

the test year under the present rates and after accounting and pro

forma adjustments are $34,501,546.

7. The appropriate operating expenses for the Company's

intrastate telephone operations fo[ the test year under its present

rates and after accounting and pro forma adjustments are

$28,581,599.

8. The Company's app[opriate level of net operating income

for return after accounting and pro forma adjustments is

$6,025,095.

9. A year-end, original cost, South Carolina intrastate rate

base of $50,131,691 consisting of the components set forth in

Table A of this Order, should be adopted.

i0. The capital structure utilized by the Commission in this

proceeding for its determination of the Company's proper level of

return on common equity is the consolidated capital structure of

United Telephone System as of June 30, 1992.

ii' That as of jUne 30, 1992, Staff's embedded cost rates of
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8.90': and 6.79': for, long-term debt and preferred stock,

respectively, should be used in the determination of a fair,
overall rate of return.

12. The reasonable rate of return on common equity that the

Company should be allowed to earn is 12.50': which is adopted by the

Commission for this proceeding. Combined with the debt and the

capital structure set forth above, the Commission finds the

reasonable, overall rate of r. eturn is 11.20':.

.13. That United has met its burden of proof in this

proceeding and will be allowed to avail itself of incent. ive

regulation, effective January 1, 1993, subject to the conditions

and restrictions set. forth herein.

14. That United's authorized rate of return on equity of

12.50': shall be the established benchmark rate of return under the

earnings sharing plan.

15. That the earnings floor will be 11.50':; the earnings

threshold will be 1.3.50':; and the earnings ceiling will be 16.00';.

16. As long as Unit. ed is operating under the earnings sharing

plan, any earnings within the rate of return range of 11.50': to

16.00': that are the result of its efficiencies and productivity are

just and reasonable.

17. Any additional earnings experienced by the Company above

the benchmark not due to increased efficiencies and productivi. ty

will be refunded to the ratepayers.

18. To determine a company's "earni. ngs" subject to retent. ion

by the company and/or sharing with i. ts ratepayers, the earnings
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respectively, should be used in the determination of a fair,

overall rate of return.
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Commission for this proceeding. Combined with the debt and the

capital structure set forth above, the Commission finds the

reasonable, overall rate of return is 11.20%.

13. That United has met its burden of proof in this

proceeding and will be allowed to avail itself of incentive

regulation, effective January l, 1993, subject to the conditions

and restrictions set forth herein.

14. That United's authorized rate of return on equity of

12.50% shall be the established benchmark rate of return under the

earnings sharing plan.

15. That the earnings floor will be 11.50%; the earnings

threshold will be 13.50%; and the earnings ceiling will be 16.00%.

16. As long as United is operating under the earnings sharing

plan, any earnings within the rate of return range of 11.50% to

16.00% that are the result of its efficiencies and productivity are

just and reasonable.

17. Any additional earnings experienced by the Company above

the benchmark not due to increased efficiencies and productivity

will be refunded to the ratepayers.

18. To determine a company's "earnings" subject to retention

by the company and/0r sharing with its ratepayers, the earnings
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vill be evaluated before they are applied to the plan.

19. The Commission St.aff's proposed guidelines and the

Consumer Advocate's request for an embedded direct cost analysis

are hereby adopted to evaluate the Company's efficiencies and

productivity.

20. The tot. al factor productivity analysis is not appropr. iate

to use at this time, but the Commission reserves the right to

require such if later found to be appropriate.

21. Exogenous factors will be excluded from the Commission's

review of a company's performance under incentive regulation.

22. The Commi. ssion vill consider. how any earnings under this

plan are to be shared during the Company's twelve month review

proceeding.

23. That before United is author:. ized to operate under

incentive regulation, the Company must file and have approved by

the Commission a pr'oposal to reduce its earnings to the benchmark

rate of r'eturn of 12.50': and its level of revenues, expenses and

net income to that indicated as appropriate herein.

IT IS THEREFORE ORDERED:

1. That United may operate under an incentive regulation

t. rial as appr. oved herein.

2. That the guidelines attached hereto as Appendix A are

hereby adopted by the Commissi. on and may be amended, modified, or

changed as found appropriate by the Commission.

3. That United's benchmark rate of return is established at

12.50: return on equity.
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will be evaluated before they are applied to the plan.

19. The Commission Staff's proposed guidelines and the

Consumer Advocate's request for an embedded direct cost analysis

are hereby adopted to evaluate the Company's efficiencies and

productivity.

20. The total factor productivity analysis is not appropriate

to use at this time, but the Commission reserves the right to

require such if latex found to be appropriate.

21. Exogenous factors will be excluded from the Commission's

review of a company's performance under incentive regulation.

22. The Commission will consider how any earnings under this

plan are to be shared during the Company's twelve month review

proceeding.

23. That before United is authorized to operate under

incentive regulation, the Company must file and have approved by

the Commission a proposal to reduce its earnings to the benchmark

rate of return of 12.50% and its level of revenues, expenses and

net income to that indicated as appropriate herein.

IT IS THEREFORE ORDERED:

i. That United may operate under an incentive regulation

trial as approved herein.

2. That the guidelines attached hereto as Appendix A are

hereby adopted by the Commission and may be amended, modified, or

changed as found appropriate by the Commission.

3. That United's benchmark rate of return is established at

12.50% return on eqUity.
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4. That after United has operated under incentive regulation

for a period of twelve months, its operati. ons will be evaluated

under the guidelines adopted by the Commission and its earnings

will be assessed at that time.

5. That this Order shall remain in full force and effect
unt. il further Order of the Commission.

BY ORDER OF THE CONNISSION:

ATTEST:

Executive Di rector

( SEAr, )

Arthur, dissenting. I respect. fully dissent. Based on the
testimony of record and the current economic conditions, I would
set the rate of return on common equity at. 12':. This return would
be at the low end of the Staff witness' r'ecommended range and at
the high end of the Consumer Advocate witness Legler's recommended
range.
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4. That after United has operated under incentive regulation

for a period of twelve months, its operations will be evaluated

under the guidelines adopted by the Commission and its earnings

will be assessed at that time.

5. That this Order shall [emain in full force and effect

until further Order of the Commission.

BY ORDER OF THE COMMISSION:

ATTEST:

(SEAL )

Arthur, dissenting. I respectfully dissent. Based on the

testimony of record and the current economic conditions, I would

set the rate of return on common equity at 12%. This return would

be at the low end of the Staff witness' recommended range and at

the high end of the Consumer Advocate witness Legle['s recommended

range.
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INCENTIVE REGULATION GUIDELINES:

Provide operating expenses expressed on a cost per access line
basis. This comparison should be filed adjusting the expense
levels for inflation using the Consumer Price Index and also
with no adjustment for inflation.

2. Provide a ratio between Plant. Specific Expenses and the
respective Plant Specific Asset Category.

3. Provide a ratio between Plant Nonspecific Expenses and Total
Plant: in Service.

Provide Uncollectible Revenue on an Uncollectible Revenue per
Access Line Basis.

5. Provide a comparison of the trouble reports per hundred access
lines, number of held applications for service exceeding
thirty days, and the number of regrades exceeding thirty days.

6. Provide a compar. ison of the capital structure of the
consolidated United Telephone System with capital st. ructure
of the individual Be.ll Operating Companies.

7. Provide a comparison of the interest rate on long-term debt
issued by the consolidated United Telephone System during the
last 12 months with the average utility bond yields reported
by Noody's and/or Standard a Poor's for bonds of the same
rating at the approximate date of issue.

8. Pr'ovide a comparison of cash flows to the parent corporation
and Dividend Payout Ratios which reflect the flow of funds
from United Telephone Company of the Carolinas to the parent
company.

9. Provide a copy of the company's current Electromechanical
to Digital Central Office Conversion Schedule. Include the
number of access lines served by each Switch. ing Center and the
listing of central offices converted during the previous
calendar year.

10. Provide an annual embedded direct cost analysis for each major
service category.
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